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Accelerating Our Growth

ENDO PHARMACEUTICAL



ENDO AT A GLANCE Headquarters: Lnaads rorg, ra. Employees: 1,024 at December g1, 2UU
2006 Net Sales: $309.7 million NASDAQ Ticker Symbol: ENDP
Web: www.endo.com
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Endo Pharmaceuticals is a premier specialty pharmaceutical company with
market leadership in pain management and an expanding presence in
complementary therapeutic areas. Through research, development, marketing
and educational activities, we have helped millions of patients find pain relief
and improve their quality of life through appropriate pain control medicines.
But there is more work to be done. We continue to invest in our business to
find new advances to help improve patients’ lives. Our objective is to lead the

way in delivering new and better products for the patients who need them.

“P've been selling Endo products for more than six vears now, and customers often tell me abourt the difference our products
make in relieving pain. The exciting part is thar greater opportunity lies ahead. Endo is building on its already strong
reputation in the medical community by expanding its portfolio and providing even more oprions for patients.”
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> U.S. Food and Drug Administration approves Opana® ER extended-release tablers
and Opana® immediate-release tablets CHl formulations of oxymorphone

hydrochloride (HCI), Endo’s first approved New Drug Applications (NDAs).

Endo expands its commercial capability with the addition of 220 new sales
representatives to support the launch of the Opana® franchise and maintin the
promotional thrust behind Lidoderm® and Frova®.

|
|

The company submits a supplemental New Drug Application for Frova® for the [
short-term (six days per menstrual cycle) prevention of menstrual migraine (MM)
FDA action letter expected on or about Augusc 19, 2007. ’

|
Endo furthers its expansion into complementary therapeutic areas by acquiring
RxKinerix Inc., a developer of products to treat oral mucositis and other supporrive
care oncology conditions.

The company initiates Phase 111 clinical trials for irs topical ketoprofen partch,
in development as a localized treatment of acute pain associated with soft-tissue
injuries such as tendonitis and bursitis, or joint sprains and strains.

I
Endo continues to advance its Phase 11 program for developmenr product J
Rapinyl™, an orally dissolving sublingual tablet intended for the trearment of |
breakchrough cancer pain. |
|
|

Synera™ enters the market as the first topical local anesthetic patch for use on intact
skin to provide local dermal analgesia for superficial venous access procedures in
children and adults.




Peter A. Lankau, President and Chief Executive Officer

Dear Fellow Shareholder: I am pleased to report that 2006 was a year of

considerable achievement for Endo. We received FDA approval of our first

New Drug Applications (or NDAs), launched three new pain management

products, expanded our commercial capabilities, continued to advance our

pipeline, and acquired a supportive care oncology platform.

Buc with these important milestones came the realization
thar our significant rate of growth has begun to outpace
our infrastructure. In 2007, therefore, we will make
substancial investments not only in support of our on-
marker products and our development portfolio to drive
our top-line growth this year and beyond, but also in
addirional personnel, informartion systems and other
infrastructure to enable us to continue to grow sales

and earnings over the longer term.

While we are proud of our accomplishments, especially
that we have grown in less than 10 years to become a
public company with nearly $1 billion in annual revenues
and approximately $4 billion in marker capitalization, we
recognize that we must continue to create opportunities (o
sustain our revenue growth and accelerate earnings growth.
Scanding still is not an oprion. We are inspired o work
harder by the realization that our products bring relief to
millions who suffer pain, debilitaring pain thar often
hinders peaple from living fuller lives. “Making a difference
in the lives of patients....” This is what the employees of
Endo Pharmaceuticals strive for, and measure their success
against. [t is what we have built our repurarion upon.

We know that our investrments in research and
development, yielding successful treatment options, will
continue to drive Endo’s growth. While our efforts in the
past have been, and will continue to be, aimed primarily
at pain management, we are also poised to further our
expansion into other therapeuric areas that are

complementary to pain, such as neurology and supportive
care oncology where we have established a strong presence
over the years, with a focus on the specialist physician
community. Our current substantial cash position and
debe-free balance sheet give us considerable flexibility to
expand and diversify our portfolio, leverage our current
asset base and create a broader platform for sustainable
growth into the future.

In 2006, as we completed the transition of our ownership
position from private equity-based to institutional- and
individual-based, we spent a great deal of time thinking
abour the question: “How do we best drive long-term
sustainable growth for Endo?” This year's annual report
answers those critical questions. Over the next two pages,
I'll provide insight into some of the growth strategies at
work at Endo. But first, 1'd like to briefly summarize our
2006 financial performance.

Financial Highlights

Endo achieved solid revenue growth in 2006. Net sales
were $909.7 million compared with $820.2 million in
2005, an 11% increase. Gross profit was $708.2 million in
2006, a 12% increase from 2005. Net income in 2006 was
$137.8 million versus $202.3 million in 2005, and diluted
earnings per share were $1.03 in 2006 compared with
$1.52 in 2005. The 2006 net income and earnings per
share were affected by $31.3 million in impairment charges
related to the company’s decision to terminate its




DepoDur® marketing agreement and an impairmenr of the
Synera™ intangible asset resulting from the redeployment
of Endo’s former hospital sales force, $42.4 million in
stock and cash compensation charges funded by Endo
Pharma LLC, and a $26.0 million charge for the write-off
of purchased in-process research and development in
connection with the acquisition of RxKinerix, Inc.

Our strong top-line performance was driven once again by
the continued growth of Lidoderm® (lidocaine patch 5%j,
our topical analgesic patch indicated for the treatment of the
painful condition known as postherpetic neuralgia (PHN),
or post-shingles pain. In 20006, ner sales of Lidoderm® were
$566.8 million versus $419.4 million in the prior year.
Prescription growth for Lidoderm® was up 21%.

In 2006, we generated $345.3 million in net cash flow
from operating activities. With no debt and $628.1 million
in cash and cash equivalents at year-end, we are well
positioned to pursue licensing, acquisitions and other
strategic alliances.

How Will Endo Sustain Revenue Growth and Accelerate
Earnings Growth?

I believe rthat 2007 is a pivotal year for Endo, when we will
make substantial investmenrs in four key areas to maximize
our future growth opporruniries:

Product Development
Endo is recognized as a leader in patn management.
But we know that there are ather opportunities that we
will need ro seize when it makes good business sense.
By applying our expertise to other specialry fields, we
believe we can build brands around complementary
therapeutic areas.

During 2007, we will substandially increase our
investment in our pipeline products to supporr the
continuing, late-stage clinical development of:

* Rapinyl™, a fast-dissolving fenranyl rablet being studied
for breakthrough cancer pain;

* The topical ketoprofen parch, a non-steroidal
anti-inflammartory intended to relieve the pain and
inflammation associated with soft-tissue injuries;

» EN 3285 oral rinse for the prevention of oral mucositis,
a side effect experienced by cancer patients undergoing
radiation and chemotherapy; and

* The transdermal sufentanil patch for the treatment
of chronic moderare-to-severe pain, administered
for up to seven days.

In addition, we intend to conduct significantdy
more post-marketing clinical studies to support
our on-market products.

Commercialization

Following FDA approval of Opana® and Opana® ER in
mid-2006, we expanded our sales force by 60%, from 370
to 590 sales representatives. This increase allowed us to
launch the Opana® franchise, maintain coverage of
Lidoderm® and Frova®, and reach an additional 30,000
physicians throughout the U.S.

A primary factor in Endo’s commercial success over
the years stems from the relationships we have established
and the reputation we have earned among the key national
opinion leaders in the pain specialist community. This
specialty-driven approach has served us well by creating a
“cascade of influence” 1o communicare to the regional
thoughrt leaders and primary care physicians the clinical
advantages, differentiating, characteristics and successful
patient outcomes that our products can deliver.

One of our commercial challenges in 2007 is to drive
greater acceptance of the Opana® brand. With Cpana® and
Opana® ER, we have demonstrated that we can navigate a
product through development, registration and launch.
Now, we have to prove our ability to build a new brand
within a complex category. We believe we are up for the
challenge. As our 2007 marketing and promotional
activities take root, targeted at physicians with experience
in treating patients with moderate-to-severe pain, we
anticipate broader adoption and usage of Opana® and
Opana® ER, and we believe our expectations will be met
or exceeded. We have adopted a more aggressive managed-
care strategy to ensure that cost is not a barrier to
adoption, and have nearly tripled the staff in our managed
markets group to enable initiation of coverage by regional
and local plans.

But as important, we are committed to ensuring thac all
of our marketed products are promoted responsibly and
appropriately within their currencly approved indications,
We have a strong ethics and compliance program, and
we routinely conduct extensive training for our employees
to reinforce the imporrance and necessity of adhering
to promotional practices that are within the FDA-approved
indication.

This year our marketing and promotional teams will be
especially active. During the first half of 2007, we will
conduct a significant number of educartonal programs to
generate physician awareness of the clinical attributes of
Opana® and Opana® ER. Also on the slate of acrivirties are
webcasts, e-dewiling initiatives, higher visibilicy at major
medical meetings and disease management programs
aimed at managed care organizations.

In March 2007, we redeployed our 70 hospital sales
representatives to provide double coverage of the highest-
prescribing pain specialists for the Opana® producrs and o
promote Synera™ in large pediatric insticutions, which
represent approximately 70% of the potential pediacric
hospital beds in the U.S,




Corporate Development

Partnering is the way we have built Endo from our first
day of operation. In that vein, we intend ro continue to
vigorously seck licensing, merger and acquisition oppor-
tuniries that are good strategic fits with our business. We
are centered on building win-win relationships with other
companies and then focusing considerable time and
resources on developing assets to our mutual benefit. To
achieve this objective, and build a pipeline that is well
balanced across all phases of the development process, we
have an active corporate development effort focused on
augmenting our portfolio through company and/or
product acquisitions and licensing deals. In October 2006,
for example, Endo acquired RxKinetix, a privately held
company with a technology platform that should allow the
development of several new products based on known
molecules to trear the side-effects of cancer therapy —
producrs such as EN 3285 for oral mucositis.

We want to accelerate our earnings growth, and we now
have the financial resources for more sizeable transactions,
including company acquisitions, where appropriate. We are
consciously seeking producrs with greater clinical advantages,
broader utility and longer exclusivity that we can develop
and commercialize. That's the vision for our portfolio.

Peaple & Processes

Facing these new challenges and opportunities, the need o
invest in our people across the many areas and functions
within our business is greater than ever. With that in mind,
we are investing in employees at all levels to create a
comperitive advantage for Endo. Having the right people —
and the right number of people — is crirical for us to
maximize our growth opportuniries.

In 2007, we will triple the number of our field-based
clinical liatsons to broaden our access beyond national
thought leaders to include key regional clinicians and
to build awareness of clinical data on Endo’s products,
disease-state advances, and research and education
opportunities. In addition, we are investing in some
longer-term projects that will ensure we have the core
business processes and systems in place to accommodate
our expected growth and (o allow our employees to be
as productive as possible. We are implementing these
infrastructure improvements in such key functions
as Commercial Business, Finance, Operarions,
and Information Management.

In Grateful Appreciation

On April 9, 2007, Endo announced that Founder and
Chairman of the Board Carol A. Ammon retired from
the company to devote more time to her philanthropic
activities. Roger H. Kimmel has been appointed by the
board to serve as Chairman. An independent director of
Endo since 2000, Roger brings a wealth of corporate
experience and leadership skills to this position, and

we look forward o benefiting from his experrise as we
embark on the next phase of our growth.

Carol began her career as an associate research
scientist in 1973 with the Endo subsidiary of E.I. duPont
de Nemours and Company. By the mid-1990s, after rising
to the position of President of U.S. Pharmaceuticals of
the DuPont Merck Pharmaceuticals Company, she decided
to pursue her vision of forming a pain management
company. Along with two colleagues, she raised nearly
$300 million to buy the Endo line of products and formed
Endo as an independent company with 25 employees in
August 1997. Nearly 10 years later, Endo’s market value has
grown nearly 14-fold, we have more than 1,000 employees,
and net sales are expected to top $1 billion in 2007.

But as impressive as these results are, Carol’s legacy will
be far more lasting than numbers or words. Everything
that Endo is today is because she had a dream and made it
come alive. Carol's passion for “making a difference” in the
lives of patients with pain has inspired every Endo
employee and is the core of our operating philosophy.

I personally will miss her wise counsel, keen sense of
humor and, most of all, her warm friendship. On behalf
of all of us at Endo who have benefited so much jusr

by knowing Carol, we wish her a long, happy and
healthy retirement.

In Summary

Our strategy is to focus our expertise and resources in
those promising areas that will propel us forward.

To that end, we are:

* Stepping up our investment in research and development;

» Generating higher levels of awareness of our producrs
through increased educational, markering and
promotional activities;

+ Seeking new assets that offer greater promise and patient
outcomes; and,

» Investing in our talent, processes and systems to ensure
we have the infrastructure needed to supporr the
continued growth of our business.

As we commemorate the 10th anniversary of our founding
as an independent company, we are proud of our past and
even more excited about our future. On behalf of all of us
at Endo, thank you for your continuing support and
confidence in us.

Sincerely,

(it

Peter Lankau
President and Chief Executive Officer
April 17, 2007




Selected Product Portfolio

Endo has a broad portfolio of branded, marketed products thar includes established brand names as well
as newer products. Through a sales force of approximately 590 sales representarives, Endo markets its
products in the U.S. to targeted physicians in pain management, neurology, surgery, oncology,
anesthesiology and primary care. The sales force also targets retail pharmacies, hospitals and otker
healthcare professionals.

il

Lidoderm®

Lidoderm?® (Lidocaine Patch 5%), for use on intact skin, is the only topical analgesic patch
indicated to treat the pain of postherpetic neuralgia.

Opana® & Opana® ER

Opana® is indicated for moderate-to-severe acute pain where the use of an opioid is appropriate.
Opana® ER is indicated for the relief of moderate-to-severe pain in patients requiring continuous,
around-the-clock opicid therapy for an extended period of time.,

Frova®
Frova® (frovatriptan succinate) is indicated for the acute treatment of migraine attacks with or
without aura in adults where a clear diagnosis of migraine has been established.

Synera™

Synera™ (lidocaine 70 mg and tetracaine 70 mg) is a topical local anesthetic patch for use on
intact skin to provide local dermal analgesia for superficial venous access (i.e., intravenous
blood draws and infusions) and superficial dermatological procedures in children and adults.

Percocete®

Percocet® tablets (oxycedone and acetaminophen tablets, USF} CIf are indicated for the relief
of moderate-to-moderately severe pain.




Endo’s pipeline portfolio is primarily comprised of products intended to address acute, chronic and
neuropathic pain conditions and closely allied therapeutic areas such as neurology (Frova®) and
supportive care oncology (EN 3285).

PRODUCT

TARGET INDICATION PRECLINICAL. Pl Pl PIll NDAFILED

Frova®
Long-acting triptan

{selective serotonin receptor agonist)
{Exclusive North American
marketing rights licensed from
Vernalis Development Limited)

Prophylaxis for menstrual
migraine

Rapinyl"‘-

Fast-dissolving tablet of fentanyl
for sublingual administration
{Exclusive North American
marksting and developrment
rights licensed from Orexo AB)

Breakthrough cancer pain

Topical 'KEtoprofen Patch

(Exclusive U.S. and Canadian
development and commercialization
rights licensed from ProEthic
Pharmaceuticals, Inc.)

pain associated with soft-tissue
injuries such as tendenitis
or joint sprains and strains

EN 3285

(Topical oral-rinse formulation)

Oral mucositis

Transdermal Sufentanil Patch

{Exclusive U.S. and Canadian
development and commercialization
rights licensed from

DURECT Corporation)

Moderate-to-severe chronic
pain for up to seven days

Other (Undisclosed)




The prescription pain market is a $19.7 billion business, and growing.
An estimated 50 million Americans suffer from some form of chronic pain, and
that number is expected to escalate. As baby boomers enter their golden years,
conditions for which pain is 2 major symptom, such as chronic low back
abnormalities, osteoarthritis and cancer, are expected to escalate. The need for
safe and effective pain medications and complementary therapeutics is greater
than ever.

A burgeoning market means significant share growth potential for Endo.
Bur the numbers only represent the business side of the story. The human side
is reflected in the patients who receive appropriate, efficacious treatment because
of Endo’s products.

Frova®

(FROVATRIPTAN SUCCINATE)

Approximately 21 million American women|suffer
from migraines. Of these, approximarely 12
million suffer from menstrual migraine (MM),
which can be especially severe and lase scvcrz}l days.
Frova® is indicated for the acute treatment of
migraine actacks wich or without aura in adules
where a clear diagnosis of migraine has been
established. Patients ereared with Frova® for acure
migraine have been reported to have a low mean
recurrence rate of their headaches. This finding,
together with the long half-life of Frova®, suggests
that it could be effective in preventing migraine
headaches in patients suffering from MM,

Synera™

(LIDOCAINE 70 MG AND
TETRACAINE 70 MG)

A wpical local anestheric patch, Synera™
offers a novel option for preventing local
pain in children over the age of three and
adules who are subjecred 1o intravenous
infusions, blood draws and other venous
access procedures. The patch employs a
warming technology to enhance the
delivery of lidocaine and tetraczine into
intact skin to provide local dermal analgesia
for superficial venous access and superficial
dermatological procedures




Lidoderme

(LIDOCAINE PATCH 5%)

Parients who continue (o have pain months
after having shingles may be suffering
from a condition known as postherpertic
neuralgia (PHN). This type of pain can be
excruciating, and includes itching, burning
and throbbing. Lidoderm®™ is the only
topical, locally acting patch approved by
the FDA to relieve post-shingles pain.

OF the approximarely one million
Americans diagnosed each vear with
. shingles, roughly 200,000 will develop
PHN. Lidoderm* is a topical, locally
acting, safe and effective rreatment for
patients diagnosed wich PHN. Lidoderm”
is applied 1o intace skin and produces its
pain-relieving effect as lidocaine penerrates
to the underlying, damaged nerves,

Opanac®ER oxvomerone 1oy

EXTENDED RELEASE AND

0 p a n a® (OXYMORPHONE HCL)

IMMEDATE-RELEASE TABLETS CHI

Cancer pain, osteoarthritis pain, chronic low back
pain and pain following orthopedic and abdominal
surgery are among the conditions that may demand
treatment with either immediate-release or
extended-release opioid analgesics. Launched in the
second half of 2006, Opana” ER (extended release
tablets) and Opana® (immediate-release ablets)
offer new options for physicians and their pacients
who experience moderate-to-severe pain.

Opana* ER is indicated for the relief of moderate-
to-severe pain in patients requiring continuous,
around-the-clock opioid therapy for an extended
period of iime. A proprictary product developed by
Endo, Opana is indicated for acute moderare-to-
severe pain where the use of an opieid is appropriate.

To minimize the risks of misuse, abuse and
diversion of these Schedule 11 products, Endo has
introduced the Parracrship for Responsible Opioid
Management through Information. Support, and
Education (PROMISE™), a comprehensive
educational and support program. PROMISE™
reinforces the company’s commitment
appropriace pain management.




2006 A Deliberate Path

PRODUCT DEVELOPMENT

The FDA approval in 2006 of Opana* ER and Opana®

represented a watershed evenr in Endo’s history and
was the highlight of a productive vear for its R&D
team. Endos first internally developed NDAs, these
approvals clearly demonstrate the company’s ability to
successtully execute the full drug development process
and achieve favorable labeling even for “controlled”
products such as chese. In fact. Endo is cthe only

company o ]111\’(‘ SUCCL‘SSH]]]'\’ CL)]“PI(’ICd wo 12~\\’C6k5,

duration, Phase 111, double-blind. placebo-controlled
triaks of an opioid analgesic.

Shortly following the Opana approvals, Endo
celebrated another producr development milestone
when it filed a supplemencal NDA (sNDA) for Frova
tor the addidional indication of shori-term prevention
of menstrual migraine (MM). The sNDA for Frova®
was supported by chree phase 111 clinical seudies
conducted by Vernalis, from which Endo licensed the
marketing rights in 2004, [f approved, Frova * will be
the only eriptan in the U.S. indicated for a prevention
and an acute use indicarion.

“During 20006, | was responsible
for interacting with the FDA
during the approval process

for Opana” ER and Opana®,
Endo’s first internally developed
NDAs. [t was an exciting time
and validaied our ability 1o
successfully move a product
from concept to reality.”

Bob Bario, Senior Director,
Regrlarory Affairs

Endo further advanced its pipeline during 200
by initating hase 11 clinical studies for its topica
ketoprofen patch in development for the once-daily,
localized treatment of pain associated with soft ris.s;'uc
injuries. such as wendonids, bursics, and joint spr;ﬁns
and serains, The acdve ingredient, ketoprofen, is ajwell-
known non-steroidal anci-inflammarory drug, Phase 111
studies also continued for another novel development
produce. Rapinyl™, a fast-dissolving, sublingual
rabler containing the strong opioid, feneanyl, for
breakthrough cancer pain. The company currently
expects to file NDAs for both of these products
in the first half of 2008,

These and other product development programs -
including the reansdermal sufentanil patch for
moderate-to-severe chronic pain, and EN 3285 for oral
mucesitts prevention - represent what Endo belieyes to
be one of the deepest and broadest pipelines in pain
management and sets the company on a deliberate

path roward fucure growth in pain and comp[cmlntary

therapeutic areas.




2007 Stepping Up the Pace

“Our biggest investments will be made to supporr
our Phase 11 projects for Rapinyl™ and the topical
ketoprofen patch. We're also excited about making
progress with our transdermal sufentanil patch,
which will enter Phase II clinical development
during 2007. Additionally, we will begin our next
Phase II trial for EN 3285 for oral mucosiris
prevention in the latcer half of the year. These
programs show that we're committed to creating

a deep and progressing pipeline that will support
the growth of the company.

“In addition to bringing new products to
market, our Medical Affairs department provides
information to prescribers and recognized clinical
experts to enhance understanding about pain
management, menstrual migraine, and oral
mucositis. In 2007, we'll expand our clinical
and scientific liaison group nearly three-fold to
establish relationships and provide educational
services to not only national but also regional
thought leaders around the country.”

ocus jts|
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“What's different is that Endo has a dedicared
alliance management function that is a partner
with our Corporate Development, R&D and
Commercial Business groups. We believe that no
other specialty pharmaceutical company has that
kind of focus right now. And we're getting norticed.
In early 2007, the Association of Strategic Alliance
Professionals recognized Endo in their ‘Alliance
Excellence’ award program, an honor that
recognized us not only for our practices, but
also for the changing model of the pharmaceurical
industry that is reliant on effective partnerships.
“Our business model is built on partnering, and
we intend to continue our growth by building on
our current alliances and entering into even more.
The challenge is to take what we've learned about
how to effectively manage our alliances ro dare and
apply that on a much larger scale in the furure.”




“The majority of the day for

a sales representative is spent
interacting with physicians.
Whart I've learned is that they
all want the same thing:
appropriate, effective trearment
options for their patients. It's
invigorating to know that every
product in Endo’s porttolio fills
that need in cheir respective
indications.”

Nicole Guiliane,
Sales Training Manager

2006 Staying Power

COMMERCIAL CAPABILITY

in 20006, Endos commercial business team saw ney

sales growth of 354% tor Lidoderm®, its largest-sclling
produce, along with three new product launches and
a 60% sales force expansion that has extended 1he
company’s marketing reach to some 80,000 U.S.
physicians. These impressive achievements reflect
Endo’s ability to operate successfully in a large,

growing and competitive specialist-driven markeeplace.

“To build upon and sustain that success is the
challenge Endo faces every day. In 2006, Endo
introdiced two exciring new produces in Opana ER
anel Opana”. As a new entrant in the approxsimately
$3 billion market for long-acting, strong, opioid
analgesics, Opana™ ER represents a significane marke
opportunity for Endo. This faunch marks the next

|
|

chapter in Endo’s journey, which began with I’cr%occt :
and has continued with Lidoderm®,

1o cnsure sustained wp-line growth, Endos commercial
business team is conducting, a full slate of appropriare
promatianal and marketing activities in supportjof the
Opana® hanchise, Lidoderm®™, Frova®™ and Synerp™.

Endo looks forward ro bringing more products on
line over the nest several years. Thar requires building up
its commmercial infrastructuce o accommodare dhe
expected growth. Toward thar end, Endo is expanding
such key functional areas as marketing, managed
markets, market research and serategic planning|in 2007,
as well as important decision and analyiical supporn
systems, all of which are timely invesements thag the
company believes will better position it to maximize the
potential of its producr portfolio.




2007 The Road Ahead

“We've begun an exciting phase in which Endo is
expecting to launch new products more frequently.
Product launches are a marketer’s dream, but they
also present challenges. Pain management is a highly
competirive marker. We have o find ways to
prepare and execute launches with greater meaning
for pain specialists and the patients they trear, as
well as for complementary specialties. We'll do that
by making substantial, incremental investments in
our marketing and promotional activities and
programs. We want to grow our business in pain
management while also replicating that success in
other specialties, such as supportive care oncology
and neurology.

“Managed care is another interesting opportunity.
The Endo of the future nceds to have a significant
presence in managed markets. In 2007, we are going
to make the investment to build that presence. We're
nearly tripling the size of our managed markets group
to increase our reach with managed care plans.”

VWhat are Ende's greasest marketing
challenges and how will Ende
overcome them, and what spedific
sucgess off the Opane” ffrandhise?
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“The key to growth for the Opana® franchise
comes down to the hard spade work of effecrive
physician promotion. We need to present the key
clinical advantages of these new pain medicines in a
crowded market with numerous generic alternatives.
We now have redeployed our sales force to provide
double coverage of the 6,000 pain prescribers who
have the most experience in treating patients with
moderate-to-severe pain. Peer-to-peer programs will
also help specialists and primary care physicians
appreciate the clinical data and understand why
Opana® ER or Opana® may be the best oprion for
certain patients. Finally, our expanded managed
markets group will implement new strategies
to address the pharma-coeconomics of our
health plan customers.

“We belteve that all of these investments will
generate greater awareness and acceptance of
Opana® ER and Opana®, and we expect to see
a steady, upward trajectory going forward.”




2006 Growth Strategies at Work

CORPORATE DEVELOPMENT

In-licensing and acquisition of products, technologics
and companies continue o be an incegral componenc
of Inda’s growth strategy. The company has a
dedicated business development wean of fubl-time
professionals who work closely with a cross-functional
team of colleagues from R& D/ Regulatory Aifairs,
Marketing, Technical Operations, Finance and Legal

and whose mission is to find, evaluate and recommend

new opportunites that will further expand Endo’s
pipeline and portfolio of on-market products, Frova®,
Rapinyl™, and the topical ketoprofen and transdermal
sufentanil patches are all examples of products that
we have in-licensed in the recene past and whose
development has progressed in partnership with

the originating companies.

“Endo’s Corporite
Development team evaluared
mnore than 100 product
opportunities in 2006 alone.
We look at every potential
product as meaningful and
vitally imporant w our future
commercial success. Endo
wants to be the parter of
chinice in pain and comple-
mentary therapeutic arcas.”

Iriva A Baramova, CFA,
Director, Financial Modeling

More recene product and company acquisitions
include Synera™, a topical analgesic parch for venous
access procedures, licensed in carly 2006, In Ocrober
2006, Endo ;1C(111irt:(1 a dc]iver)’ tCC|1nningy pl:llfnrm
for supportive care oncology when it purchased
RxKinetix, Inc., a privately held company whose
lead producr is EN 3285 for the prevention of oral

mucositis, a painful and often debilitating cnnditi{m

that affects some 400,000 cancer patients exch yegr

in the U.S. Along with neurology, supportive care

ancology is a therapeutic area that Endo focuses on

as a natural adjunct 10 its pain management franchise.
With approximately $628 million in cash ac the end

of 2006 and no debt, Endo expects to continue 0 be

active on the business development fronu in 2007)in

pursuit of other strategic opportunitics.




2007 Strong and Growing

“A growing pharmaceutical company is only as
good as its pipeline. Endo will continue to seek
licensing, merger and acquisition opportunities
intended to support our growth not just in pain
management but also in other specialty areas. For
example, if you look at our portfolio, it’s clear that
Endo is interested in supportive care oncology. We
have Rapinyl™ in develepment for breakthrough
cancer pain in Phase III development; EN 3285 in
Phase I development for the prevention of oral
mucositis, which is a side effect experienced by cancer
patients undergoing radiation and chemotherapy;
and we recently launched Opana® ER, indicated
for moderate-to-severe pain such as cancer pain,
“Our long-term vision is to build franchises that
overlap with our sales force call points. That vision
is already taking shape, but we will continue to
license and acquire new products and technologies
to deepen those franchises in the near furture.”

What impact will heightened
business development efforts and
other investments across functions
have on shareholders?

CHARLES A. ROWLAND, EXECUTIVE VICE PRESIDENT
AND CHIEF FINANCIAL OFFICER

Where will Endo concentrate
its corporate development
efforts in 20072

JEREMY P. GOLDBERG, MANAGING DIRECTOR,
CORPORATE DEVELOPMENT

“Endo has experienced phenomenal growth and
generated strong cash flow for years, Management’s
priority is to reinvest this cash and balance sheer
strength in additional growth assets through licensing
and acquisition of products and/or companies. [n
addition, we are making considerable investments
across the organization and putting in place the
necessary capabilities and strategies that will ensure
we can efficiently support our anticipated growth.

“Could we deliver better profitability in the short
term by not making these investments? The answer
is yes, but we would be risking the sustainability of
the growth that we've created and our ability o
integrate future acquisitions.

“I joined Endo at the end of 2006, and what
[ found appealing was its strong reputation and
leadership position in its markets. I believe this
is a legacy that will continue because of the
investments we're making today.”



“I joined Endo R&D in 2001,
and every day presents new
challenges to conquer and
opportunities to learn. There’s
aever a dull momenc in R&D.
Endo is sall a mid-sized
company but one that is
growing very fast. It gives

me great joy and pride o be
among the many contributors
to this phenomenal growth.”

Debashis Das, Ph.D.,
Senior Research Scientist,

Analytical Development

2006 Sustaining Internal Growth

PEOPLE AND PROCESSES

To keep pace wich its growth, a company muse build

its infrastructure accordingly. In 2006, Endo began

implementing a multivear plan designed 1o take Endo

to the next level of suecess through focused
investments in people, processes and technology.
One of the firse steps in the plan included the
addirion of 220 new sales representatives. The sales
force expansion ok place in mid-2006, bringing
Endo’s workforce to more than 1,000 employecs,
compared with 167 only five vears ago. Each new
employee joins a culwere that has been grounded
in five key values since Endo’s earliest davs:

. Act with integrity. Employees rake responsibilicy
for their actions and are encouraged to always do
what is right and best for patients, customers and
each orher.

2. Value all contributions. Emplovees value the
apinions of others, ereating a climate in which
people wanr to do their best and inspiring

innovation and creativity,

3. Respect each other. Endo encourages diversity of
thought and experience, and promotes an inklusive
and collaborative environment.

. Reward and celebrate success. Endo acrively
looks for ways to recognize its people and cdlebrare
sticcess together.,

. Make a difference. Regardless of job dde or level

of responsibility, cach employee finds a way fto
make a difference in patients’ lives and in the
community - the rrue indicator of Endo’s success.

To support its future growth and sustain the
values-driven culture, Endo launched a concenrrared
cfort to substantially upgrade its core proccssers and
systems, and make invesemenss in its employees.
Once implemented. these improvements will serve
as a solid backbone 1o sustain future growth. This
process continues in 2007, with a focus on bujlding
the capabilities thar directly support the businL
nceds - now and for the future.
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2007 Driving Organizational Advancement

“The advancemenr of our organization and our

talent are two major corporate objectives for us. Our
challenge is to build the core capabilities we need for
today and tomorrow, while preserving the uniquely
flexible operating model that has contributed to
Endo’s success. A core tenet of thar operating model
is the strategic choice to manage certain key functions
externally for reasons of scalability and access to
specialized expertise. We intend to build out
strategically in a way that is uniquely Endo.

“As a young, high-growth company, our leadership
and ralent give us a competitive advanrage that we
intend ro sustain. We are continuously recruiring
highly qualified individuals throughout the
organization, and we are launching talent
development programs for our employees

B

at all levels. Additionally, we are enhancing our
rewards and recognition programs to create an even
stronger performance-based environment where
success is shared and celebrared.

“Another phase of investment in the organization
- a multiyear phase - involves improving our processes
and systems so that we have more sophisticated
reporting and business analytics capabilities. In 2007,
we have launched numerous large-scale process
improvement initiatives that will provide the
infrastructure essential for continued growth.

“We're building for the future. And all of these
investments will ensure that we have the right
people, processes and systems in place to create
the Endo of tomorrow.”

“I joined Endo in 2006 from a
larger pharmaceutical company.
[ was arreacted 1w Endo by its
strong, financial condirion and
growth prospects. Au Endo,

every employee has the

opportunity w make a
meaningful contriburion

to the company’s success.”

Viletta Samtiago,
Convention Specialist
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Selected Financial Data

The consolidated financial data presented below have been derived from our audited financial statements. The selected historical
consolidated financial data presented below should be read in conjunction with “ltem 7. Management’s Discussion and Analysis of
Financial Condition and Results of Operations” and “llem 8. Financial Statements and Supplementary Data.” The selected data in this
section is not intended to replace the consolidated financial statements. The information presented below is not necessarily indicative
of the results of our future operations. Certain prior year amounts have been reclassified to conform to the current year presentation.

Year Ended December 31, 2006 2005 2004 2003 2002

(in thousands, except per share data)
Consolidated Statement of Operations Data:

Net sales . ... $ 909659 § 820,164 $615100 $595608 § 398973
Costofsales . ... 201,421 186,350 140,989 135,671 98,857
Grossprofit ... .. . 708,238 633,814 474 111 459,937 300,116
Selling, general and administrative . .......... ... .. ... .. ..... ' 340,004 211,246 179,270 298,753 144,808
Researchand development ... ... ... ... ... .. ... ... ... ..., 82,808 88307 51,476 52,622 57,581
Depreciation and amortization ............. ... . . o e, 17,498 15,497 10,630 6,272 3,142
Loss on disposal of otherintangible . .. .............. ... ... .... o — 3,800 — —
Impairment of other intangible assets ......................... 31,263 5,515 — — —
Purchased in-process research and development ... ............ 26,046 — — (6,966) 20,300
Manufacturing transferfee ... ... .. L. — — — — 9,000
Operatingincome ... ... .. 210,529 313,249 228,935 109,256 65,285
interest (income) expense, net . ... .. ... .. . (23,205) (10,995) (2,161) 258 4,391
fncome before incometax .. ... . .. 233,734 324,244 231,096 108,998 60,894
IMCOME LA . . e 95,895 121,949 87,787 39,208 30,081
NetINCOME . ... $ 137839 $ 202,295 $ 143,302 $ 69,780 $ 30813
Basic and Diluted Net Income Per Share:

Basic ... % 103 § 153 & 109 § 054 % 0.30
Biluted . ... $ 1.03 % 152 & 108 $ 053 % 0.30
Shares Used to Compute Basic Net Income Per Share . ... ....... 133,178 132,242 131,805 128,417 102,064
Shares Used to Compute Diluted Net Income Per Share .. ... ... .. 133,911 133,289 132,718 132,439 102,126

Cash dividends declared pershare .. ......... ... ... .. .... — e — — —

As of and for the Year Ended December 31, 2006 2005 2004 2003 2002
(in thousands)

Consolidated Balance Sheet Data:

Cash and cash equivalents . .. ... . . ... ... ... ... ........ $ 628,085 $ 500,956 §$ 278,034 $220573 § 56,902
Working capital . ... ... ... 697,915 483,872 294,329 287,922 105,058
Total 888etS . . .. 1,396,689 1,371,678 947,491 753,880 512972
Other long-term obligations, including capitalized leases ....... .. 17,602 18,795 18,293 589 7.851

Stockholders' equily . .. ... .. e 1,040,988 843,370 655950 567,617 352,692
Other Financial Data:

Net cash provided by operating activities ...................... ' $ 345334 § 284,644 § 170545 $217.444 $ 110,029
Net cash used in investing activities . ........ ... .. .. ... ....... (66,449) (26,684) {107,824) (44,344) (22,665)
Net cash used in financing activities ............ ... ... ....... (151,756) {35,038) {14,260} (429) (125,819)
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Management's Discussion and Analysis of Financial Condition and Results of Operations

The following Management's Discussion and Analysis of Financial
Condition and Results of Operations ("“MD&A") should be read in
conjunction with our audited consolidated financial staternents
and related notes thereto. Except for the histarical information
contained in this Report, this Report, including the following
discussion, contains forward-looking statements that involve risks
and uncertainties.

OVERVIEW

We are a specialty pharmaceutical company with market
leadership in pain management. We are engaged in the
research, development, sale and marketing of branded and
generic prescription pharmaceuticals used primarily to treat and
manage pain. According to Wolters Kluwer Health data, the total
U.S. market for pain management pharmaceuticals, excluding
over-the-counter products, totaled $19.7 billion in 2006. This
represents an approximately 8% compounded annual growth
rate since 2002. Our primary area of focus within this market is
analgesics and, specifically, opioid analgesics. In 2008,
analgesics were the fourth most prescribed medication in the
United States with over 260 million prescriptions written for this
classification. Opicid analgesics is a segment that comprised
approximately 80% of the analgesic prescriptions for 2006. Total
U.S. sales for the opicid analgesic segment were $7.3 billion in
20086, representing a compounded annual growth rate of 8%
since 2002. -

We have a portfolio of branded products that includes
established brand names such as Lidoderm®, Percocet®, Frova®
and Percodan®, as well as three newly launched branded
products in 2006 - Opana® ER, Opana® and Synera™. Branded
products comprised approximately 80% of our net sales in 2006,
with 62% of our net sales coming from Lidoderm®. Our
non-branded generic portfolio, which accounted for 20% of net
sales in 2008, currently consists of products primarily focused in
pain management, with our generic oxycodone extended-release
tablets accounting for 6% of our net sales in 2006. We focus on
selective generics that have one or more barriers 1o market entry,
such as complex formulation, regulatory or legat challenges or
difficulty in raw material sourcing.

We have established research and development expertise in
analgesics and devote significant resources to this effort so that
we can maintain and develop our product pipeline. Our late-
stage branded product pipeline includes one filed sNDA, two
products in Phase Il ¢linical trials and three products in Phase |
clinical trials.

We enhance our financial flexibility by outsourcing certain of our
functions, including manufacturing and distribution. Currently, our
primary suppliers of contract manufacturing services are Novartis
Consumer Health, Inc. and Teikoku Seiyaku Co., Lid.

Through a dedicated sales force of appraximately 590 sales
representatives in the United States, we market our branded

pharmaceutical products to high-prescribing physicians in pain

management, neurology, surgery, anesthesiology, oncology and
primary care. Qur sales force also targets retait pharmacies and
other healthcare professionals throughout the United States.

On a continuous basis, we evaluate and, where appropriate,
pursue acquisition opportunities on terms we consider favorable,
In particular, we look to continue to enhance our product line by
acquiring or licensing rights to additional products and
compounds and therefore regularly evaluate selective acquisition
and license opportunities. Such acquisitions or licenses may be
carried out through the purchase of assets, joint ventures and
licenses or by acquiring other companies. Currently, however, we
have no binding commitment related to any acquisitions.

Our wholly-owned subsidiary, Endo Pharmaceuticals Inc.,
commenced operations in 1997 by acquiring certain
pharmaceutical products, related rights and assets of The
DuPont Merck Pharmaceutical Company, which subsequently
became DuPont Pharmaceuticals Company and was thereafter
purchased by the Bristol-Myers Squibb Pharma Company in
2001. Endo Pharmaceuticals Inc. was formed by some members
of the then-existing management of DuPont Merck and an affiliate
of Kelso & Company, who were also parties to the purchase
agreement, under which we acquired these initial assets. We
were incorporated in Delaware as a holding company on
November 18, 1997.

Recent Developments

In January 2007, the Company and Penwest entered into an
amendment (the 2007 Amendment) to the 2002 amended and
restated strategic alliance agreement between the parties (the
2002 Agreement). Under the terms of the 2007 Amendment,
Endo and Penwest agreed to restructure the 2002 Agreerment to
provide that royalties payable to Penwest for U.S. sales of
Opana® ER will be calculated based on net sales of the product
rather than on operating profit, and to change certain other
provisions of the 2002 Agreement. The 2007 Amendment also
resolves the parties’ ongoing disagreement with regard to
sharing of marketing expenses during the period prior to when
Opana® ER reaches profitability. The key financial terms of the
2007 Amendment are summarized as follows:;

* With respect to U.S. sales of Opana® ER, the Company's
royalty payments to Penwest will be calculated starting at
22% of annual net sales of the product, and, based on
agreed-upon levels of annual net sales achieved, the
royalty rate can increase to a maximum of 30%.

» No royalty payments will be due to Penwest for the first
$41 million of royallies that would otherwise have been
payable beginning from the time of the product launch in
July 2006.

s Penwest is entitled to receive milestone payments of up
to $90 million based upon the achievement of certain
agreed-upon annual sales thresholds.
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Management's Discussion and Analysis of

Financial Condition and Results of Operations (continued)

* Asg noted above, in 2003, Penwest opted out of funding of
the development costs for Opana® ER. Under the 2002
Agreement between the parties, the Company was
entitled to recoup Penwest's share of these development
costs through a temporary adjustment in royalties. Under
the 2007 Amendment, the parties have agreed that
Penwest's share of these unfunded development costs
will be fixed at $28 million and will be recouped by the
Company through a temporary 50% reduction in royaliies
payable to Penwest. This temporary reduction in royaities
will not apply until the threshold for the royalty holiday
referred to above has been met.

In January 2007, following an assessment of the status of
DepoDur®, we announced that we notified SkyePharma PLC of
our intent to terminate our development and commercialization
agreement for this product and, in February 2007, entered into a
termination agreement with SkyePharma whereby the
Development and Marketing Strategic Alliance Agreement will
terminate in its entirety on March 31, 2007. In order to provide for
the continued commercial support of the DepoDur® product and
the transition of such product to SkyePharma on March 31, 2007,
Endo will continue to provide a number of services and undertake
certain activities. Specifically, Endo will use commercially
reasonable efforts to maintain and continue all U.%. commercial
activities in support of DepoDur® through March 31, 2007, and at
SkyePharma's option, on a month-to month basis after March 31,
2007 but not beyond June 30, 2007; and support and/or
undertake the transition of certain Endo functions and activities
{including third party activities) to SkyePharma that are useful
and necessary for SkyePharma to assume commercial and
related responsibilities for DepcDur® in the U.S. During the year
ended December 31, 2006, as a result of the continued lack of
commercial success of DepoDur®, we recorded an impairment
charge of $14.8 million related to the remaining unamortized
portion of our SkyePharma intangible asset.

In January 2007, we received a subpoena issued by the OIG.
The subpoena requests documents relating to Lidoderm®
(lidocaine patch 5%), primarily with regard to Lidoderm’s® sales,
marketing, and promotion, and the Company’s knowledge of
physicians’ use of Lidoderm® for non-indicated uses. We are
cooperating with the government to provide the requested
documents.

In December 2006, we announced the appointment of Charles A.
Rowland, Jr. as Executive Vice President, Chief Financial Officer
and Treasurer. Mr. Rowland has more than 20 years of
pharmaceutical industry experience, including senicr-level
positions at Pharmacia Corp., Novartis and Bristol-Myers Squibb
and most recently as Senior Vice President and Chief Financial
Officer of Biovail Pharmaceuticals. Inc., a specialty
pharmaceutical company. In his new role, Mr. Rowland will be
respansible for all aspects of Endo’s financial and accounting
operations, as well as corporate communications.
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In December 20086, we submitted a Citizen Petition with the U.S.
Foed and Drug Administration requesting that the FDA apply
existing bioequivalence regulations to any ANDA seeking
regulatory approval of a generic drug product that references
Endo’s Lidoderm®. On October 17, 2008, Endo became aware
that, in respense to an independent inquiry, the FDA's Office of
Generic Drugs (OGD) had proposed that a study of blood levels
of lidocaine should be used as the key measure in proving
bicequivalence of a generic version of Lidoderm®. This petition
emphasizes that this proposed new standard deviates from
applicable regulations and OGD's past practices, both of which
contemplate demonstration of bioequivalence for a topically
actin’g product like Lidoderm® through a comparative clinical
efficacy study. Lidoderm®, as a topical patch and not a systemic
patch, acts at the site of application. As such, blood levels of the
active ingredient, lidocaine, cannot be used as the key measure
in proving bioeqguivalence. To appropriately assess the efficacy
and safety of any generic version of Lidoderm®, Endo believes
that it is critical that the FDA require any ANDA satisfy the
reguiations by following these additional criteria to those that FDA
has proposed:

+ An applicant attempiing to demonstrate bicequivalence
of its generic product to Lidoderm® must conduct
comparative clinical studies demonstrating identical
safety and efficacy between the generic version and
Lidoderm® and

e An applicant relying on Lidoderm® as its Reference
Listed Drug must show that its product produces the
same local analgesic effect as Lidoderm® without
producing a complete sensory block, in order to assure
that the generic product has the same labeling, efficacy
and safety profile as Lidoderm®,

In October 2006, the Company acquired all of the outstanding
stock of RxKinetix, Inc., a privately held company headquartered
in Boulder, Colorado, that develops new formulations of
FDA-approved compounds for oral mucositis and other
supportive care oncology conditions. The purchase price
included an up-front payment of $20 million, with the potential for
up 1o an additional $95 million in contingent earn-out payments
based on clinical development and regulatory milestonas.

On June 7, 2005, the U.S. Court of Appeals for the Federal Circuit
in Washington, D.C. affirmed the district court’s decision that,
while Endo’s oxycodone extended-release tablets {a
bioequivalent version of Purdue’s OxyContin®) infringe the
Purdue patents, the patents are unenforceable. On June 21,
2005, Purdue filed a petition with the Federal Circuil seeking
rehearing of the appeal. On February 1, 2006, the Federal Circuit
granted Purdue’s motion for rehearing, vacated the June 7, 2005
decision of the district court, and remanded the case {0 the
district court for further proceedings. The Federal Circuit's
decision on rehearing directed the district court to give further
consideration to its previous finding of unenforceability due to
inequitable conduct. The Federal Circuit also affirmed the district
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court's finding that EPI's oxycodone extended-release tablets
infringe the Purdue patents. Foliowing the remand, we entered
into settlement discussions with Purdue. On August 28, 2006, we
executed a settlement agreement with Purdue pursuant to which
we continued selling our oxycodone extended-release products
until December 31, 2006. We and EPI, as well as our
manufacturers, distributors, purchasers, and patients, were
released from all liability for infringement of Purdue’s patents in
connection with EPI's prior and future sales of these products. On
QOctober 6, 20086, the district court entered a Consent Judgment,
the effect of which is to conclude the litigation in accordance with
the terms of the settlement agreement. See “ltem 3. Legal
Proceedings” for further information.

Our former Executive Vice President, Chief Financial Officer and
Treasurer Jefirey R. Black retired in August 2006. In August 2006,
we appointed Joyce LaViscount, Vice President of Financial
Analysis and Planning, as our Chief Accounting Officer pursuant
to regulatory requirements.

On July 19, 2006, we and Vernalis plc announced that we had
submitted to the FDA a sNDA for Frova® (frovatriptan succinate)
2.5 mg tablets for the short-term (six days per menstrual cycle)
prevention of menstrual migraine (MM). This sNDA for Frova® is
supported by data from four studies, including two Phase I
studies examining the efficacy and safety of once- and twice-
daily dose regimens of Frova® in the short-term prevention of
MM, that both met their primary efficacy end-points a
pharmacokinetics and tolerability study of once- and twice-daily
dosing of Frova®, and a 12-month open-labet safety study
evaluating a six-day dosing regimen of Frova® in 525 women. If
the sNDA is approved by the FDA, Frova® will be ihe only triptan
indicated in the U.S. for the prevention of MM. The FDA has
confirmed May 19, 2007 as the review completion date.
Currently, Frova® is FDA-approved for the acute treatrment of
migraine attacks with or without aura in adults where a clear
diagnosis of migraine has been established.

On March 15, 2006, Brian T. Clingen and Michael W. Mitchell
resigned from our board of direclors in order to devote more time
to their respective current activities. In addition, Michael B.
Goldberg and David |. Wahrhaftig, both managing directors of
Kelso, also resigned from our board of directors efiective on the
same date; these resignations are consistent with Kelso’s
practice of not having its partners serve on the boards of
directors of public companies unless Kelso's level of beneficial
stock ownership in the Company is significant and warrants such
participation. Following such resignations, our board of directors
had seven board members, including John J. Delucca who was
appointed on January 6, 2006 (see below) to replace Endo board
member Frank J. Loverro, a managing director of Kelso, who
resigned as a board member on that date. On April 20, 2006, we
announced the appoiniment of Miche! de Rosen 1o our Board of
Directors. An independent, outside director, Mr. de Rosen is also
a member of the Nominating & Governance Committes of the
Board of Directors. Mr. de Rosen has served as the chairman of

the board of directors of ViroPharma Incorporated since
September 2002, president and chief executive officer since
August 2000, and as a director since May 2000. From 1993 1o
1999, Mr. de Rosen held several key positions in Rhone-Poulenc
Pharma and Rhone-Poulenc Rorer (now Sanofi-Aventis},
including chairman and chief executive officer from May 1995
untit December 1999. Mr. de Rosen hegan his career at the
French Ministry of Finance and subsequently served in several
leading government positions. Mr. de Rosen also served in
various executive roles in industry prior i 1993.

Mr. de Rosen also is a director of ABB Ltd. On August 9, 2006,
we announced the appointment of George F. Horner [Il to our
board of directars. Mr. Horner, the former chief executive officer
and director of Vicuron Pharmaceuticals Inc. and current
President and Chief Executive Officer of Prestwick
Pharmaceuticals, Inc., replaced Joseph T. C'Donnell, Jr., who
resigned. Mr. O'Donnell, who had served on the Endo board
since 2000, had to relinquish his directorship due to a change in
employment that precluded him from serving on other corporate
boards. Mr. Horner has also been appointed as a member of the
Compensation and Audit Commitiees of the Board of Directors.
We continue to have an active process to identify potential
candidates qualified to serve as members of our board of
directors and may propose such persons for election or
appointment in the future.

On January 8, 2006, we announced the appointment of John J.
Delucca to our Board of Directors. An independent, outside
director, Mr. Delucca also has been appointed as a member of
the Compensation Committee and the Chairman of the Audit
Committee of the Board of Directors. He repiaced Frank J.
Loverro. a managing director of Keiso & Company, who had
been a member of the Board since July 2000 and who resigned
on January 6, 2006. Mr. Delucca, 62, was exaculive vice
president and chief financial officer of the REL Consultancy
Group until his retirement in 2004. Prior to that, he served as chief
financial officer and executive vice president, finance &
administration, of Coty, Inc., from 1999 to 2002. From 1993 to
1999, he was senior vice president and treasurer of RJR Nabisco,
Inc. During his career, he also served in executive positions for
Hascoe Associates, Inc., The Lexington Group, the Trump Group,
Internaticnal Controls Corp., and Textron, Inc. Mr. Delucca is
currently a non-executive director and chairs the audit
committees of ITC Deltacom, Enzo Biochem, In¢. and The Elliot
Company. He also serves as a non-executive director and deputy
chairman of the audit committee of British Energy PLC.

In January 2008, the Company completed a pubiic offering of
15,000,000 shares of its common stock by certain of its
stockholders. All of these shares were already issued and
outstanding, except for approximately 40,000 shares
representing shares underlying outstanding stock options. Endo
Pharma LLLC sold the majority of the shares sotd. Certain current
and former members of management have an ownership interest
in Ende Pharma LLC. Shares were also sold by certain current
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and former members of management and certain current and
former members of the Board of Directors of the Company. In
March 2008, the Company completed a public offering of
10,510,108 shares of its commeon stock by ceartain of its
stockholders. Aif of these shares were already issued and
outstanding, except for approximately 26,250 shares
representing shares underlying outstanding stock options. Endo
Pharma LLC sold the majority of the shares sold. Shares were
also sold by certain current and former members of management
and certain current and former members of the Board of
Directors of the Company. Following completion of these
offerings and other option exercises during 2006, Endo Pharma
LLC holds less than 1% of Endo’s outstanding common stock.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES
To understand our financial statements, it is imporiant to
understand our critical accounting policies and estimates. The
preparation of our financiai statements in conformity with
accounting principles generally accepted in the United States
requires us to make estimates and assumptions that aifect the
reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial
stalements and the reported amounts of revenues and expenses
during the reporting period. Significant estimates and
assumptions are required in the determination of revenue
recognition and sales deductions for estimated chargebacks,
rebates, sales incentives and allowances, certain royalties,
distribution service fees, returns and losses. Significant estimales
and assumptions are also required in the appropriateness of
capitalization and amortization periods for identifiable intangible
assets, inventories and related inventory reserves, the potential
impairment of goodwill and other intangible assets, income taxes,
contingencies and stock-based compensation. Some of these
judgments can be subjective and complex, and, consequently,
actual results may differ from these estimates. For any given
individuat estimate or assumption made by us, there may also be
other estimates or assumptions that are reascnable. Although we
believe that our estimates and assumplions are reasonable, they
are based upon information available at the time the estimates
and assumptions were made. Actual results may differ
significantly from our estimates. Our most critical accounting
policies and estimates are described below:

Revenue Recognition

Qur net sales consist of revenues from sales of our
pharmaceutical products, less estimates for chargebacks,
rebates, sales incentives and allowances, certain royalties,
distribution service {ees, returns and losses. We recognize
revenue for product sales when title and risk of loss has passed
to the customer, which is typically upon delivery to the customer,
when estimated provisions for chargebacks, rebates, sales
incentives and allowances, certain royalties, distribution service
fees, returns and losses are reasonably determinable, and when
collectibility is reasonably assured. Revenue from the launch of a
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new or significantly unique product, for which we are unable to
develop the requisite historical data on which to base estimates
af returns, due to the uniqueness of the therapeuiic area or
delivery technology as compared to other products in our
partfolio and in the industry, may be deferred unt.l such time that
an estimate ¢an be determined and ail of the conditions above
are met and when the product has achieved market acceptance,
which is typically based on dispensed prescripticn data and
other information obtained during the period foilowing launch,

Decisions made by wholesaler customers and large retail chain
customers regarding the levels of inventory they hold {and thus
the amount of product they purchase from us) can materially
aflect the level of our sales in any particular period and thus may
not correlate to the number of prescriptions written for our
preducts based on external third-party data. We believe that
speculative buying of product, particularly in anticipation of
possible price increases, has been the historic practice of many
pharmaceutical wholesalers. Over the past two years, our
wholesaler customers, as well as others in the industry, began
modifying their business models from arrangernents where they
derive profits from the management of various discounts and
rebates, to arrangements where they charge a fee for their
services. In connection with this new wholesaler business model
we have entered into distribution service agreements (or DSAs)
with three of our wholesaler customers. These agreements, which
pertain to branded products only, obligate the whalesalers to
provide us with specific services, inciuding the provision of
periodic retail demand information and current inventory levels
for our branded products held at their warehouse locations;
additionally, under these DSAs, the wholesalers have agreed to
manage the variability of their purchases and inventory levels
within specified limits based on product demand.

As of December 31, 20086, we received information from our two
largest U.S, wholesaler custamers about the levels of inverntory
they held for our branded products. Based on this information,
which we have not independently verified, we believe that total
branded inventory held at these wholesalers is within normal
levels. In addition, we also evaluate market conditions for
products primarily through the analysis of whaolesaler and other
third party sell-through and market research data, as well as
internally-generated information. We believe sales recorded for
the year ended December 31, 2006 were generally
representative of underlying demand for the products.

Sales Deductions

When we recognize revenue from the sale of our products, we
simultaneously record an adjustment to revenue for estimated
chargebacks, rebates, sales incentives and allowances, certain
royalties, DSA fees, returns and losses. These provisions, as
described in greater detail below, are estimated based on
historical experience, estimated future trends, estimated
customer inventory levels, current contract sales terms with our
wholesale and indirect customers and other competitive factors.
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If the assumptions we used to calculate these adjustments do not
appropriately reflect future activity, our financial position, results
of operations and cash flows could be materially impacted.

The following table presents the activity and ending balances for
our product sales provisions for the last three years (in
thousands):

Qther Sales

Returns Rebates Chargebacks Deductions  Total
Balance at January 1,

2004 ... §eeE08 $ 44784 28304 $ 1,786 § 97,572
Current year provision .. 25582 107,475 211,904 22,371 367,332
Prior year provision ... .. (1.388) {4,229) —_ — (5617)
Payments or credits . ... (25243) (97.257) (199.918) (19,707)  (342,125)
Balance at

December 31,2004 .. $24649 $ 50773 $ 40,290 $ 4,450 § 117182
Current year provision .. 23,381 191,220 325,392 52,858 592,861
Prior year provision . .. .. (4,004) (7,759) — — (11.763)
Payments or credits ... (19,821) {138,669) {314,874) (41,970) (515334)
Balance at

December 31,2005 .. $21,215 § 95565 § 50808 $15,338 3 182.926
Current year provision .. 22,780 171,185 416,852 33,254 644,071
Priar year provision . . . .. 1,193 (4,709) (1.614) — (5,130}
Payments of credits .... (25,078} (189,228) (432,118) (42,720}  (689,144)
Balance at

December 31,2006 .. $20,110 $ 72813 § 33928 $ 5872 $132,723

Returns

Our provision for returns consists of our estimates of future
product returns, pricing adjustments and delivery errors.
Consistent with industry practice, we maintain a return policy that
allows our customers to return product within a specified period
of time both prior and subsequent to the product’s expiration
date. Our return policy allows customers to receive credit for
expired products within six months prior to expiration and within
one year after expiration. The primary factors we consider in
estimating our potential product returns include:

» the shelf life or expiration date of each product;
e historical levels of expired product returns;

s external data with respect to inventory levels in the
wholesale distribution channet;

« external data with respect to prescription demand for our
products; and

¢ estimated returns liability to be processed by year of sale
based on analysis of lot information related to actual
historical returns.

tn determining our estimates for returns, we are required to make
certain assumptions regarding the timing of the intreduction of
new products and the potential of these products to capture
market share. In addition, we make certain assumgptions with
respect to the extent and pattern of decline associated with
generic competition. To make these assessments we utilize

market data for similar products as analogs for our estimations.
We use our best judgment to farmulate these assumptions based
on past experience and information available to us at the time.
We continually reassess and make the appropriate changes t0
our estimates and assumptions as new information becomes
available to us.

Our estimate for returns may be impacted by a number of faciors,
but the principal factor relates to the level of inventory in the
distribution channel. When we are aware of an increase in the
tevel of inventory of our products in the distribution channel, we
consider the reasons for the increase 1o determine if the increase
may be temporary or other-than-temporary. increases in
inventory levels assessed as temporary will not result in an
adjustment to our provision for returns. Other-than-temporary
increases in inventory levels, however, may be an indication that
future product returns could be higher than originally anticipated
and, accordingly, we may need to adjust our estimate for returns.
Some of the factors that may be an indication that an increase in
inventory levels wilt be temporary include:

» recently implemented or announced price increases for
our products; and

» new product launches or expanded indications for our
existing products.

Conversely, factars that may be an indication that an increase in
inventory levels will be other-than-tempaorary include:

e declining sales trends based on prescription demand;

» recent regulatory approvals to extend the shelf life of our
praducts, which could result in a period of higher returns
related to older product with the shorter shelf life;

« introduction of new praduct or generic competition;

« increasing price competition from generic competitors;
and

« recent changes to the National Drug Codes (“NDCs") of
our products, which could result in a period of higher
returns related to product with the old NDC, as our
customers generally permit only one NDC per product for
identification and tracking within their inventory systems.

Rebates

We establish contracts with wholesalers, chain stores and
indirect customers that provide for rebates, sales incentives, DSA
fees, and other allowances. Some customers receive rebates
upon attaining established sales volumes. We estimate rebates,
sales incentives and other allowances based upon the terms of
the contracts with our customers, historical experience, estimated
inventory levels of our customers and estimated future trends.
Qur rebate programs can generally be categorized into the
following four types:

s direct rebates;
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* indirect rebates;
*  managed care rebates; and

¢  Medicaid and Medicare Part D rebates.

Direct rebates are generally rebates paid to direct purchasing
customers based on a percentage applied to a direct customer’s
purchases from us, including DSA fees paid 1o wholesalers under
our DSA agreements, as described above. Indirect rebates are
rebates paid to “indirect customers” which have purchased our
products from a whelesaler under a contract with us.

We are subject to rebates on sales made under governmental
and managed-care pricing programs. In estimating our
provisions for these types of rebates, we consider relevant
statutes with respect to governmental pricing programs and
contractua! sales terms with managed-care providers and group
purchasing organizations. We estimate an accrual for managed-
care, Medicaid and Medicare Part D rebates as a reduction of
revenue at the time product sales are recorded. These rebate
reserves are estimated based upon the historical utilization
fevels, historical payment experience, histarical relationship to
reventes and estimated future trends. Changes in the level of
utitization of our products through private or public benefit plans
and group purchasing organizations will affect the amount of
rebates that we owe.

We participate in siate government-managed Medicaid
programs, as well as certain other qualifying federal and state
government programs whereby discounts and rebates are
provided to participating government entities. Medicaid rebates
are amounts owed based upon contractual agreements or legal
requirements with public sector (Medicaid) benefit providers,
after the final dispensing of the product by a pharmacy to a
benefit plan participant. Medicaid reserves are based on
expected payments, which are driven by patient usage, contract
performance, as well as field inventory that will be subjectto a
Medicaid rebate. Madicaid rebates are typically billed up to

180 days after the product is shipped, but can be as much as
270 days after the gquarter in which the product is dispensed to
the Medicaid participant. As a result, cur Medicaid rebate
provision includes an estimate of outstanding claims for
end-customer sales that occurred but for which the related claim
has not been billed, and an estimate for future claims that will be
madle when inventory in the distribution channel is sold through to
plan participants. Qur calculation also requires other estimates,
such as estimates of sales mix, to determine which szales are
subject to rebates and the amount of such rebates. Periodically,
we adjust the Medicaid rebate provision based on gctual claims
paid. Due o the delay in billing, adjustments to actual may
incorporate revisions of this provision for several periods.
Medicaid pricing programs involve particutarly difficult
interpretations of statutes and regulatory guidance, which are
complex and thus our estimaies could differ from actual
experience,
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We continually update these factors based on new contractual or
statutory requirements, and significant changes in sales trends
that may impact the percentage of our products subject to
repates.

Chargebacks

The provisicn for chargebacks is one of the most significant and
the most cemplex estimate used in the recognition of our
revenue. We market and sell products directly to wholesalers,
distributors, warehousing pharmacy chaing, and other direct
purchasing groups. We also market products indirectly to
independent pharmacies, non-warehousing chains, managed
care crganizations, and group purchasing organizations,
collectively referred 10 as “indirect customers.” We enter into
agreements with some indirect customers to establish contract
pricing for certain products. These indirect customers then
independently select a wholesaler from which to purchase the
products at these confracted prices. Alternatively, we may
pre-authorize wholesalers to offer specified contract pricing to
other indirect customers. Under either arrangement, we provide
credit to the wholesaler for any difference between the
contracted price with the indirect cusiomer and the wholesaler's
invoice price. Such credit is calied a chargeback. The primary
factors we consider in developing and evaluating our provision
for chargebacks include: ‘

* the average historical chargeback credits;
* estimated future sales trends; and

* an estimate of the inventory held by our wholesalers,
based on internal analysis of a wholesaler's historical
purchases and contract sales.

Other sales deductions

We cffer our customers 2% prompt pay cash discounts.
Provisions for prompt pay discounts are estimated and recorded
at the time of sale. We estimate provisions for cash discounts
based on contractual sales terms with customers, an analysis of
unpaid invoices and historical payment experience. Estimated
cash discounts have historically been predictable and less
subjective, due to the limited number of assumptions involved,
the consistency of historical experience and the fact that we
generally gsettle these amounts within thirty to sixty days.

Shelf-stock adjustrents are credits issued 1o our customers to
reflect decreases in the seliing prices of our products. These
credits are customary in the industry and are intended to reduce
a customer's inventory cost to better reflect current market
prices. The determination to grant a shelf-stock creditio a
customer following a price decrease is at our discretion rather
than contractually required. The primary factors we consider
when deciding whether to record a reserve for a shelf-stack
adjustment include:

s the estimated number of competing products being
launched as well as the expected launch date, which we
determine based on market intelligence;
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* ihe estimated decline in the market price of our product,
which we determine based on historical experience and
input from customers; and,

» the estimated levels of inventory held by our customers at
the time of the anticipated decrease in market price,
which we determine based upon historical experience
and customer input.

Royalties

Royalties represent amounts accrued pursuant to the license
agreement with Hind Healthcare Inc. (Hind). Royalties, payable to
Hind, are recorded as a reduction to net sales due to the nature
of the license agreement and the characteristics of the license
involvernent by Hind in Lidoderm®, Royalties are paid to Hind at
a rate of 10% of net sales of Lidoderm®,

Inventories

Inventories consist of finished goods held for distribution, raw
materials and work-in-process. Our inventories are stated at the
lower of cost or market. Cost is determined by the first-in, first-out
method. We write down inventories to net realizable value based
on forecasted demand and market conditions, which may differ
fram actual results.

Goodwili and Other Intangibles

Goodwill and other intangibles represent a significant portion of
our assets and stockholders’ equity. As of December 31, 2008,
goodwilt and other intangibles comprised approximately 19% of
our total assets and 25% of our stockholders’ equity. SFAS

No. 142, Goodwill and Other Inlangible Assets, prescribes a
two-step method for determining goodwill impairment. In the first
step, we determine the fair value of our one reporting unit. If the
net book value of our reparting unit exceeds the fair value, we
would then perform the second step of the impairment test which
requires allocation of our reporting unit’s fair value to all of its
assets and liabilities in a manner similar to a purchase price
allocation, with any residual fair value being allocated to goodwill.
An impairment charge will be recognized only when the implied
fair value of our reporting unit's goodwill is less than its carrying
amount. As a result of the significance of goodwill, our results of
operations and financial position in a future period could be
negatively impacted should an impairment of goodwill occur.

We have one reportable segment, pharmaceutical products.
Goodwill arose as a result of the August 26, 1997 acquisition of
certain branded and generic pharmaceutical products, related
rights and certain assets of the then DuPont Merck
Pharmaceutical Company (n/k/a Bristol-Myers Squibb Pharma
Company) and the July 17, 2000 acquisition of Algos. Although
goodwill arose in two separate transactions, the components of
our operating segment have been integrated and are managed

as one reporting unit. Our componenis extensively share assets
and other resources with the other components of our business
and have similar economic characteristics. Accordingly, the
compoenents of our business have been aggregated into one
reporting unit and are evaluated as such for goodwill impairment.
Goodwill is evaluated for impairment on an annual basis on
January 1st of each year unless events or circumstances indicate
that an impairment may have occurred between annual dates. On
January 1, 2007 and 2006, our goodwill was evaluated for
impairment and, based on the fair value of our reporting unit, no
impairment was identified.

The cost of licenses are either expensed immediately or, i
capitalized, are stated at cost, less accumulated amortization
and are amortized using the straight-line method over their
estimated useful lives ranging from ten to twenty years, with a
weighted average usefu! life of approximately 16 years, We
determine amortization periods for licenses based on our
assessment of various factors impacting estimated useful lives
and cash flows of the acquired rights. Such factors include the
expected launch date oi the product, the strength of the
intellectual property protection of the product and various other
competitive, developmental and regulatory issues, and
contractual terms. Significant changes to any of these factors
may result in a reduction in the useful life of the license and an
acceleration of related amortization expense, which could cause
our operating income, net income and earnings per share o
decrease. The value of these licenses is subject to continuing
scientific. medical and marketplace uncertainty. Patents acquired
in the Algas merger are stated at cost, less accumulated
amortization, and are amortized using the straight-line method
over their estimated useful lives of seventeen years.

Licenses and patents are assessed for impairment, in
accordance with Statement of Financial Accounting Standards
No. 144, Accounting for the Impairment or Disposal of Long-
Lived Assets (SFAS No. 144), whenever events or changes in
circumstances indicate the carrying amount of the asset may not
be recoverable. The impairment testing involves comparing the
carrying amount of the asset to the forecasted undiscounted
future cash flows of the product. In the event the carrying value of
the asset exceeds the undiscounted future cash flows of the
product and the carrying value is not considered recoverable, an
impairment exists. An impairment loss is measured as the excess
of the asset's carrying value over its fair value, generally
caleulated using a discounted future cash flow method. An
impairment loss would be recognized in net income in the period
that the impairment occurs, Events giving rise to impairment are
an inherent risk in the pharmaceutical industry and cannot be
predicted. As a result of the significance of our amortizable
intangibles, any recognized impairment loss could have a
material adverse impact en our financial position andfor results of
operations. During the year ended December 31, 2006, due to
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the delay in the anticipated commercial success of DepoDur®
and Synera™, we evaluated our SkyePharma and ZARS
intangible assels for impairment and determined that an
impairment did exist for each intangible asset. We recorded
impairment fosses of approximately $31.3 million during the year
ended December 31, 2006 with respect to these intangible
assets.

Qur goodwill and other intangible assets consist of the following
at December 31, 2006 and December 31, 2005, respectively (in
thousands):

" December 31, December 31,

2006 2005
Goodwill ................. $181,079 $181,079
Amortizable Intangibles:
Licenses................. $ 94621 $112,100
Patemts .................. 3,200 3.200
97.821 115,300
Less accumulated
amortization ............ (19,775) (16,235}
Other Intangibles, net .. . . $ 78,046 $ 99,085

Changes in the gross carrying amount of licenses for the two
years ended December 31, 2006 were as iollows (in thousands):

Licenses
Balance at January 1,2005 .. .................. $123,600
Noven impairment ............ ... ............ {6,500}
SkyePharmapayment ........................ (5,000)
Balance at December 31,2005 ................ $112,100
Synera acquisition ... . ... .. ... L 19,000
DepoDur® impairment .................... ... (20,000}
Synera™impairment ... ... .. ... ... ... ... (16,479)
Balance at December 31,2006 ................ § 94621

As of December 31, 2006, estimated amortization of intangibles
for the five fiscal years subsequent to December 31, 2006 is as
follows (in thousands):

Income Taxes

Provisions for income taxes are calculated on reported pre-tax
income based on current tax laws, statutory tax rates and
available tax incentives and planning opporiunities in various
jurisdictions in which we operate. Such provisions differ from the
amounts currently receivable or payable because certain items of
income and expense are recognized in different time periods for
financial reporting purposes than for income tax purposes.
Significant judgment is required in determining income tax
provisions and evaluating tax positions. We establish reserves for
income tax when, despite the belief that our tax positions are fully
supportable, there remain certain positions that may be
challenged and possibly disallowed by various authorities. The
tax provision and related accruals include the impact of such
reasonably estimable losses as deemed appropriate. The factors
used to assess the likelihood of realization are the Company’s
forecast of future taxable income and available tax planning
strategies that could be impiemented to realize the net deferred
tax assets. Failure to achieve forecasted taxable income in
applicabie tax jurisdictions could effect the ultimate realization of
deferred tax assets and could result in an increase in the
Company's effective tax rate on {uture earnings.

Contingencies

The Company is subject to various patent, product liability,
government investigations and other legal proceedlings in the
ordinary course of business. Legal fees and other expenses
related to litigation are expensed as incurred and included in
selling, general and administrative expenses. Contingent
accruals are recorded when the Company determines that a loss
related to a litigation matter is both probable and reasonably
estimable. Due to the fact that tegal proceedings and other
contingencies are inherently unpredictable, our assessments
involve significant judgments regarding future events.

Stock-Based Compensation

Pricr to January 1, 2008, the Company accounted for its stock-
based compensation plans under the recognition and
measurement provisions of APB Opinion No. 25, Accounting for
Stock Issued to Employees, and related Interpretations (“APB
25"), as.permiited by FASB Statement No. 123, Accounting for
Stock-Based Compensation. No stock-based employee
compensation cost was recognized in the Statement of
Operations for the years ended December 31, 2005 and 2004,
Effective January 1, 2006, the Company adopted the fair value
recognition provisions of FASB Statement No. 123(R). Share-
Based Payment, using the modified-prospective-transition
method. Under that transition method, compensation cost
recognized during the year ended December 31, 2006 includes:
{a} compensation cost for all share-based payments granted
prior to, but not yet vested as of January 1, 2006, based on the
grant date fair value estimated in accordance with the original
provisions of Statement No. 123, and (b) compensation cost for
all share-based payments granted subseqguent to January 1,
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2008, based on the grant-date fair value estimated in accordance
with the provisions of Statement No. 123(R). Results for prior
periods have not been restated.

As a result of adopting Staterment No. 123(R) on January 1, 2006,
the Company's income before income tax and net incorne for the
year ended December 31, 2006, are $12.4 million ($10.2 million
in selling, general and administrative expenses and $1.5 million
in research and development expenses) and $7.6 million lower,
respectively, than if it had continued to account for share-based
compensation under APB 25. Basic and diluted net income per
share for the year ended December 31, 2006 are both $0.06
lower than if the Company had not adopted Statement

No. 123(R). This impact of adopting Statement No. 123(R) does
not include approximately $20 million in stock compensation
charges related to the 809,893 options granted during the year
ended December 31, 2006 under the Endo Pharma LLC plans as
the stock-based compensation charge for this particular grant
would have been identical under APB 25 and Statement

No. 123(R). See the disclosuras under Note 16, Related Party
Transactions, included in the consalidated finarcial statements in
Part IV, ltem 15 of this Report for further information.

For all of the Company's stock-based compensation plans, the
fair value of each grant was estimated at the date of grant using
the Btack-Scholes option-pricing model. Black-Scholes utilizes
assumptions related to volatility, the risk-free interest rate, the
dividend yield {which is assumed to be zero, as the Company
has not paid cash dividends to date and does not currently
expect to pay cash dividends) and the expected term of the
optian. Expected volatilities utilized in the model are based
mainly on the historical volatility of the Company's stock price
and other factors. The risk-free interest rate is derived from the
(.S, Treasury yield curve in effect at the time of grant. The
expected term of the option was calculated using the simplified
method. Changes in the inputs and assumptions can materially
affect the measure of the estimated fair value of our employee
stock options. Also, the accounting estimate of stock-based
compensation expense is reasonably likely to change from
period to period as further stock options are granted and
adjustments are made for stock option forfeitures and
cancellations. Option-pricing models were developed for use in
estimating the value of traded options that have no vesting or
hedging restrictions and are fully transferable, Because the
Company's employee stock options have certain characteristics
that are significantly different from traded options, and because
changes in the subjective assumptions can materially affect the
estimated value, in management's opinion, the existing valuation
models may not provide an accurate measure of the fair value of
the Company's employee stock options. Althcugh the fair value of
employee stock options has been determined in accordance with
SFAS 123(R), using an option-pricing model, that value may not
be indicative of the fair value observed in a willing buyerfwilling
seller market transaction.

As of December 31, 2006, the total remaining unrecognized
compensation cost related to non-vested stock options amounted
to $20.2 million. The weighted average remaining requisite
service period of the non-vested stock options was 2.6 years.
This unrecognized compensation cost does naot include the
impact of any future stock-based compensation awards.

RESULTS OF OPERATIONS FOR THE THREE YEARS ENDED
DECEMBER 31, 2006

Our quarterly and annual results have fluctuated in the past, and
may continue to fluctuate. These fluctuations are primarily due to
the timing of new product launches, purchasing patterns of our
customers, market acceptance of our products, the impact of
competitive products and pricing as well as charges incurred for
compensation related 1o stock options and compensation paid by
Endo Pharma LLC, impairment of intangible assets, purchased
in-process research and development charges and certain
upfront, milestone and certain other payments made or accrued
pursuant to licensing agreements,

Net Sales

The following table displays our net sales by product category
and as a percentage of total net sales for the years ended
December 31, 20086, 2005 and 2004 (dollars in thousands);

Years Ended December 31

2006 2005 2004
$ % s % 5 Yo
Lidoderm® .. ..., ... L. 566,785 62 413,418 51 308,230 50
Percocet® .. ................ 102,707 11 110,700 13 86,510 14
Frova® ... ... ............. 40,564 5 38,096 5 11,449 2
Cpana® ER and Opana® . .. .. 5,845 1 —_ —_ — —_
DepoDur®. ... .......... .. 2,093 -— 3831 .01 — —
Otherbrands . ............. 11,034 1 11,098 1 15,481 3
Totalbrands .............. 730928 80 583,243 71 422670 69
Generic oxycodone extended-
release tablets ............ 57.075 8 113,969 14 — —
Other genarcs .. ... ....... 121,656 14 122,952 15 192,430 3
Total generics . ........... 178,731 20 236,921 29 152,430 N
Totalnetsales .............. onoéss 100 820,464 100 615,100 100

Year Ended December 31, 2006 Compared to the Year Ended
Decemiber 31, 2005

Neat Sales. Net sales for the vear ended December 31, 2006
increased to $909.7 million from $820.2 million in the comparable
2005 period. This increase in net sales was primarily due to
increased sales of Lidoderm®, as well as initial sales of Opana®
and Opana® ER , which were iaunched in the second half of
2006. These increases were partially offset by the reduction in
sales of our generic oxycodone extended-release tablets as well
as reduced sales for Percocet®. Net sales of Lidoderm®
increased to $566.8 million from $419.4 millicn in the comparable
2005 period due to the continued prescription growth of the
product. We believe the continued growth of Lidoderm® is driven
by the product’s proven clinical effectiveness combined with
incremental promotional support generated by the expansion of
our sales force in 2006. In addition, we have benefited from a
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shift in enrollees, based on estimated patient enrollment, from
Medicaid to Medicare under Medicare Part D, which resulted in a
net decrease in the relevant rebate accruals. Sales of our generic
oxycodone extended-release tablets decreased to $57.1 millien
from $114.0 million in the comparabie 2005 period. After the
expiration of our marketing exclusivity period on December 5,
2005, several competitars faunched bicequivalent versions of the
10mg, 20mg and 40mg strengths of OxyContin®, The entrance of
these competitors reduced our market share for bioeguivalent
versions of OxyContin®. In addition, in August 20086, we
announced that we had reached an agreement with Purdue to
seitle long-running litigation claiming that our oxycodone
extended-release tablets, 10mg, 20mg, 40mg, and 80mg,
higequivalent versions of Purdue’s OxyContin®, infringe Purdue’s
patents. Pursuant o the settlement, we discontinued selling our
oxycodone extended-release products effective December 31,
2006. Net sales of our other generic products decreased to
$121.7 million from $123.0 million in the comparable 2005 period.
Continued generic competition has decreased both our market
share as well as the price of these ather generic products.
Generic competition with our products may have a material
impact on our results of operations and cash flows in the future,
Due primarily fo the expected increases in the net sales of
Lidoederm® and Opana® ER and Opana® partially offset by the
discontinuation of sales of our generic axycodone extended-
release tablets, we expect net sales in 2007 to be approximately
$1.025 billion and $1.050 billion. There can he no assurance of
Endo achieving these resuits.

Gross Profit.  Gross profit for the year ended December 31,
2006 increased to $708.2 million from $633.8 million in the
comparable 2005 period. Gross profit margins increased to 78%
from 77%. This increase is primarily attributable to a shift in
enrollees, based on estimated patient enroliment, from Medicaid
to Medicare under Medicare Part I, as noted above. We expect
the full-year 2007 gross profit margin to be essentially unchanged
from 2006.

Selling, General and Administrative Expenses. Selling, general
and administrative expenses for the year ended December 31,
2006 increased to $340.1 million from $211.2 million in the
comparable 2005 period. The year-over-year increase is due to
stock and cash compensation expense and the related employer
payroll taxes of approximately $41.3 miilion, which was funded
entirely by Ende Pharma LLC and are related to the aone-time
stock and cash bonuses Endo Pharma LLC awarded to certain of
our current and former executives (see the disclosures under
Note 16. Related Party Transactions, included in the ccnsclidated
financial statements in Part IV, Itern 15 of this Report for further
information), as well as the recording of stock-hased
compensation expense of approximately $10.9 million as a result
of the adoption of SFAS 123(R) on January 1, 2006. In addition,
we escalated our sales and promotional efforts in 2006 over the
comparable 2005 period due to our continued investment in our
commercial business and our infrastructure to support our
products and pipeline, including the addition of approximately
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220 sales representatives and the pre-launch and launch
expenses for Opana® ER and Opana®. During 2C07, selling,
general and administrative expenses are expected to rise,
excluding the Endo Pharma LLC items noted above, due to
increased promotional support behind Endo’s key on-market
products, including the fuli-year impact of the expansion of the
sales farce that occurred in the second half of 2006, combined
with continuing investments in infrastructure to support Endo’s
long-term growth objectives.

Research and Development Expenses. Research and
development expenses for the year ended December 31, 2006
decreased to $82.8 million from $88.3 million in the comparable
2005 period. This decrease is primarily attributable to the year-
over-year difference in up-front license fees and milestone
payments expensed during 2006 compared to 2005, During the
year ended December 31, 2005, we expensed $20 million related
to the up-front license fees for the topical ketoprofen patch and
the transdermal sufentanil patch as well as $7.3 miliion in
milestone payments related to Rapinyl™. In comparison, during
the year ended December 31, 2006, we expensed milestone
payments of $10.2 million related to the transdermal sufentanil
patch and Rapinyl™. In addition, we incurred increased
expenditures in 2006 related to the continuing clinical
development of Rapinyl™, our topical ketoprofen patch and our
transdermal sufentanil patch. In 2007, we expect 1o direct the
majority of our incremental research and developrnent spending
on the ongoing clinical trials for Rapinyl™, the topical ketoprofen
patch, the transdermal sufentanil patch and EN 3285, our oral
rinse for the treatment of oral mucositis obtained through our
acquisition of RxKinetix in October 2006. Additionally, we expect
to increase our investment in post-marketing clinical studies in
support of our cn-market products.

Depreciation and Amortization. Depreciation and amortization
far the year ended December 31, 2006 increased to $17.5 million
from $15.5 miilion in the comparable 2005 period primarily due to
an increase in amortization expense as a result of Synera™
license rights acquired in 2006 and an increase in depreciation
expense as a result of an increase in capital expenditures. We
expect depreciation to continue to increase as we increase our
capital expenditures on our infrastructure and for new office and
lab space and amortization expense may increase in the future
as we continue to license in products and technelogies.

Impairment of Other intangible Assets. During the year ended
December 31, 2006, due to the delay in the anticipated
commercial success of DepoDur® and Synera™, we evaluated
our SkyePharma and ZARS intangible assets for impairment and
determined that an impairment did exist for each intangible asset.
We recorded impairment losses of approximately $31.3 million
during the year ended December 31, 2006 with respect to these
intangible assets. For the year ended December 31, 2005, the
impairment of cther intangibie assets is due to the FDA's decision
not to approve Noven's ANDA for its developmental transdermal




Management’s Discussion and Analysis of

Financial Condition and Results of Operations {(continued)

fentanyl patch and represents the unamortized portion of the
upfront license fee thal we paid Noven in February 2004.

Purchased In-Process Research and Development.  Purchased
in-process research and development for the year ended
December 31, 2006 of $26.0 million resulied from the estimated
fair value of tangible and intangible assets to be used in research
and development activities that we acquired from RxKinetix in
October 2006. The amount of purchased in-process research
and development recorded may increase or decrease in future
periods subject to the amount of contingent consideration that
may be paid upon the achievement of certain developmental and
regulatory milestones.

Interest Income, Net. Interest income, net for the year ended
December 31, 2006 was $23.2 million compared to $11.0 million
in the comparable 2005 period. This increase is primarily due to
increased interest income earned as a result of higher average
cash balances during 2006.

income Tax. Income tax for the year ended December 31, 2006
decreased ta $25.9 million from $121.9 million in the comparable
2005 period. This decrease is due to the decrease in income
before income tax for the year ended December 31, 2006
partially offset by an increase in our effective tax rate from 37.6%
in 2005 to 41.0% in 2006. The higher effective tax rate for 2006 is
a result of the non-deductible charge for purchased in-process
research and development and certain non-deductible executive
compensation charges funded by Endo Pharma LLC.

Year Ended December 31, 2005 Compared (o the Year Ended
December 31, 2004

Net Sales. Net sales for the year ended December 31, 2005
increased to $820.2 million from $615.1 million in the comparable
2004 period. This increase in net sales was primarily due to the
increase in {he net sales of Lidoderm®, Percocet®, our generic
oxycodone extended-release product, sales of which were not
present in the comparable 2004 period. and Frova®. These
increases were offset by the reduction in the sales of centain of
our generic products. Net sales of Lidoderm® increased to
$419.4 million from $309.2 million in the comparable 2004 period
due to the continued prescription growth of the product.
Percocet® net sales increased to $110.7 million from $86.5 million
in the comparable 2004 period. Net sales of Frova® increased to
$38.1 million from $11.4 million in the comparable 2004 period.
We began shipping Frova® upon the clesing of the license
agreement in mid-August 2004 and initiated our promotional
efforts in September 2004. Net sales of our generic products
increased to $236.9 million from $192.4 million in the comparable
2004 period primarily due (o the net sales of $114.0 million from
our generic oxycodone extended-release product, which we
launched in June 2005, offset by the reduction in the net sales of
our morphine sulfate extended-release tablets and Endocet®,
both of which experienced additional generic competition which
had decreased hoth our market share as well as the price of
these generic products.

Gross Profit.  Gross profit for the year ended December 31,
2005 increased to $633.8 miltion from $474.1 million in the
comparable 2004 period. Gross profit margins remained at 77%
for the years ended December 31, 2005 and 2004.

Selling, General and Administrative Expenses. Selling, general
and administrative expenses for the year ended December 31,
2005 increased to $211.2 million from $179.3 million in the
comparable 2004 period. The year-over-year increase is due to
our continued investment in our commercial business and our
infrastructure to support our products and pipeline, including the
addition of approximately 115 sales representatives in early 2005
to promote cur products Lidoderm®, Frova® and DepoDur®,

Research and Development Expenses. Research and
development expenses for the year ended December 31, 2005
increased to $88.3 million from $51.5 million in the comparabte
2004 period. This increase is primarily related to $20 million
expensed during the year ended December 31, 2005 related to
the upfront payments to license the topical ketoprofen patch and
the transdermal sufentanil patch, $7.3 million in milestone
paymenis, incurred during the year ended December 31, 2005,
o Orexo related to Rapinyl™, our increased developmental
efforts with respect to oxymorphone extended-release tablets
and immediate-release tablets and the advancement of other
recently acquired products partially offset by $10 million in
milestone payments, incurred during the year ended

December 31, 2004, to SkyePharma related to the FDA approval
of DepoDur® and the advancement of Propofol IDD-D™ to the
end of Phase |l clinical development.

Depreciation and Amortization. Depreciation and amortization
for the year ended December 31, 2005 increased to $15.5 million
from $10.6 million in the comparable 2004 period primarily due to
an increase in amortization expensea as a result of new license
rights acquired during 2004 and an increase in depreciation
expense as a result of an increase in capital expenditures.

Loss on Disposal of Other Intangible.  For the year ended
December 31, 2004, the loss on disposal of other intangible is
due to the termination of our collabaration agreement with
Lavipharm and the resulting write-off of the unamortized portion
of the upfront license fee of $0.8 million. The loss also includes a
$3 million termination payment made by us to Lavipharm.

Impairment of Other intangible Assets. For the year ended
Degember 31, 2005, the impairment of other intangible assets is
due to the FDA's decision not to approve Noven’s ANDA for its
developmental transdermal fentanyl patch and represents the
unamortized porlion of the upfront license fee that we paid Noven
in February 2004.

Interest Income, Net. Interest income, net for the year ended
December 31, 2005 was $11.0 million compared to $2.2 miltion in
the comparable 2004 period. This increase is substantially due to
a full year of interest income earned on our note receivable from
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Vernalis in 2005 compared to a partial period of interest income
earned on the note receivable from Vernalis in 2004, as the funds
were loaned to Vernalis in August 2004, as well as increased
interest income earned as a result of higher average cash
balances during 2005.

Income Tax. Income tax for the year ended December 31, 2005
increased to $121.9 million from $87.8 million in the comparable
2004 pericd. This increase is due to the increase in income
before income tax for ithe year ended December 31, 2005
partially offset by a decrease in the effective tax rate from 38.0%
in 2004 to 37.6% in 2005.

LIQUIDITY AND CAPITAL RESOURCES

Our principal source of liquidity is cash generated from
operations. Our principal liquidity requirements are for working
capital for operations, acquisitions, licenses, milesicne payments
and capital expenditures.

The following table summarizes our statement of cash flows and
working capital (dollars in thousands):

2006 2005 2004

Net cash flow provided by
{used in):
Operating activities
investing activities

$ 345,334 $284,644% 170,545
(66,449) (26,684) (107,824}
{151,756} (35,038) (14,260}

Financing activities

Net increase in cash and cash
equivalents
Cash and cash equivalents,
beginning of period

127,128 222922 48,461

500,956 278,034 229,573

Cash and cash equivalents,
end of period
Working capital
Current ratio
Days sales outstanding . ... .. .. _

$ 628,085 $500,956 $ 278,034
$ 697,915 $483,872 $ 294,329
301 191 2.0
55 50 48

During 2006, we increased cash and cash equivalents by $127.1
million to a balance of $628.1 million. These funds, in addition to
our cash generated from future operations are expected to be
sufficient to meet our normal operating, investing and financing
requirements in the foreseeable future, including the funding of
our pipeling research and development projects in the event that
our collaboration partners are unable or unwilling to fund their
partion of any particular project. We may use a portion of our
cash and cash equivalents for possible acquisitions and
licensing opportunities.

Net Cash Provided by Operating Activities. Net cash provided
by operating activities increased to $345.3 million for the year
ended December 31, 2006 from $284.6 millicn for the year ended
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December 31, 2005%. Significant components of the $345.3 million
of operating cash flows for the year ended December 31, 2006
included net income of $137.8 million, purchased in-process
research and development of $26.0 million, compensation related
to stock options of $32.3 million, impairment charges of $31.3
million, selling, general and administrative expenses funded by
Endo Pharma LLC of $21.4 million and a $78.7 million decrease
in net income taxes receivable, primarily due to the receipt of
income tax refunds. See "“Working Capital” below for more
details.

Net Cash Used in investing Activities. Net cash used in
investing activities increased to $66.4 million for the year ended
December 31, 2008 from $26.7 million for the year ended
December 31, 2005. During the year ended December 31, 2006,
the Company paid $13.2 million for capital expenditures, and
$32.9 million for the acquisition ¢f product rights to Synera™ and
Frova® and $20.5 million for all of the outstanding stock of
RxKinetix,

Net Cash Used in Financing Activities. Net cash used in
financing activities increased to $151.8 million for the year ended
December 31, 2008 from $35.0 million for the year ended
December 31, 2005. The increase is primarily due to a $195.8
millien payment to Endo Pharma LLC pursuant to the tax sharing
agreement in 2006 compared to a $42.8 million payment to Endo
Pharma LLC pursuant to the tax sharing agreemenit in 2005
partially offset by $38.0 million cash inflow related to the tax
benefits of stock options exercised.

Working Capital. Working capital increased to $697.9 million as
of December 31, 2006 from $483.9 million as of December 31,
2005. The primary drivers were the increase in cash and cash
equivalents as well as a reduction in the amounts due to Endo
Pharma LLC as a result of payments 1o Endo Pharma LLC during
2006 which reduced the balance due to Endo Pharma LLC to
$38.7 million at December 31, 2006 from $200.5 million at
December 31, 2005. Accounis receivable at December 31, 2006
decreased to $279.2 million from $290.8 miliion at December 31,
2005. Days sales in accounts receivable has increased to 55
days as of December 31, 2006 from 50 days as of December 31,
2005. This increase is primarily attributable to the timing of
purchases by a major wholesaler customer during the fourth
quarter of 2006 as compared to the fourth quarter of 2005. Since
the annual calculation of days sales in accounts receivable
assumes even sales throughout the year, and our quarterly
results have fluctuated primarily due to timing of new product
launches, purchasing patterns of our customers, market
acceptance of our products and pricing, we believe that an
annual calcutation may not be meaningful. Therefore, we utilize a
different methodology to analyze and assess the turnover and
collectibility of our trade accounts receivable balances. Qur
methodology incorporates the timing of the sales on a more
current basis and thus provides, we believe, a more meaningful
depiction of the days sales in accounts receivable. Our
methodology assumes that the earliest
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accounts receivable are always paid first which of course is not
always the case across customers. Our sales are reporied net of
deductions for items such as chargebacks, returns and rebates
and our trade accounts receivable are reported on a gross basis
prior to these sales deductions with a corresponding liability on
the balance sheet for these sales deductions. Our gross sales for
the two months ended December 31, 2006 were $303.8 million
compared with gross sales of $345.7 miilion for the two months
ended December 31, 2005. This decrease in gross sales in these
time periods resulted in a relative dollar decrease in our trade
accounts receivable balance as of December 31, 20086 when
compared to December 31, 2005. These are the inputs that we
use in our calculation of days sales in accounts receivable.

Acquisitions. On October 12, 2006, the Company acqguired all
of the outstanding common stock of privately held RxKinetix, Inc.
RxKinetix specializes in developing new therapeutics focused on
improving the guality of life for patients being treated for cancer.
RxKinetix's most advanced product, now named EN 3285, is
currently in clinical Phase Il for the prevention of oral mucositis, a
painful, debilitating and often dose-limiting side effect that afflicts
many patients being treated for cancer with radiation and/or
chemotherapy. RxKinetix is a development stage company and
therefore is being accounted for as an asset acquisition. The
results of operations for RxKinetix have been included in our
consolidated financial statements beginning on the acquisition
date,

The purchase price of RxKinetix, as of the acquisition date, was
%$20.5 million which was funded from our existing cash on hand.
Additional contingent cash purchase consideration of up to $95
million may become due upon the achievement of certain clinical
and regulatory milestones. The Company has allocated the
purchase price to the RxKinetix assets acquired and liabilities
assumed at their estimated fair values, based on a number of
factors, including the use of an independent appraisal. Estimated
fair values were determined through the use of a discounted cash
flow analysis using market participant assumptions. Of the
purchase price, approximately $26.0 million has been aliocated
to tangible and intangible assets to be used in research and
development activities and those assets have been written-off 1o
purchased in-process research and development, as of the
acquisition date. The excess of fair value of the net assets
acquired compared 1o the amount paid as of the acquisition date
has been reflected as "estimated amount due seller” in
accordance with SFAS No. 141, Business Combinations. Any
contingent consideration paid in the future will be first applied to
reduce the amount recorded as estimated amount due seller,
and thereafter to the net assets acquired based on their relative
fair values. Qur preliminary purchase allocation is subject to
revision; subsequent revisions, if any, are not expected to be
material.

The following table summarizes the estimated fair values of the
assets acquired and liabilities assumed as of the date of
acquisition (in thousands):

Cash consideration ........... ... ..., $ 20,'000
Direct acquisitioncosts .. ... ................... 482
Total purchase price . ... oot $ 20,482
Allocation of purchase price:
Cash ... 3 9
Property and equipment .. ........... ... .. ... 127
Purchased in-process research and

development ... ... .. .. 26,046
Other assets ..o v ot 461
Deferredtaxassets ................ .. o 10,699
Otherliabilities ... ... ... i (1,330)
Estimated amount due seller ................... (15,530)
Total purchase price . ... .. ... . i $ 20,482

Credit Facility. In December 2001, we amended and restated
our senior secured credit facility with a number of lenders. This
amended and restated credit facility provided us with a line of
credit of $75.0 million. We did not barrow any amounts under the
facility during 2006. and the line of credit expired on

December 21, 2006. The Company has not renegotiated a credit
facility at this time.

Tax Sharing Agreement.  On July 14, 2000, Endo Pharma LLC
was formed in connection with the Algos merger to ensure that
the stock options granted pursuant to the Endo Pharma LLC
Stock Option Plans diluted only the Endo common stock held by
persons and entities that held such shares prior to our merger
with Algos. Endo Pharma LLC is a limited liability company that
held approximately 15% of our common stock at December 31,
2005, but less than 1% of our comman stock as of December 31,
2006, in which affiliates of Kelso & Company and certain current
and former members of management have an interest. Upon the
exercise of these stock options, only currently outstanding shares
of aur common stock held by Endo Pharma LLC have been and
will be delivered. Because Endo Pharma LLC, and not us, has
been and will provide the shares upon the exercise of these
options, we have entered into a tax sharing agreement with Endo
Pharma LLC under which we are required to pay to Endo Pharma
LLC the amount of the tax benefits usable by us as a result of the
exercise of these stock options into shares of our common stock
held by Endo Pharma LLC. As of December 31, 20086,
approximately 36 million of these stock options had been
exercised into shares of our common stock held by Endo Pharma
LLC. Upon exercise of any of these Endo Pharma LLC stock
options, we generally will be permitted to deduct as a
compensation charge, for federal income tax purpeses, an
amount equal to the difference between the market price of our
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common stock and the exercise price paid upon exercise of
these options (as of December 31, 2006, approximately $773
million), which is estimated to result in a tax benefit amount of
approximately $298 million. Under the tax sharing agreement, we
are required to pay this $298 million, $252 million of which has
already been paid as of December 31, 2006, to Endo Pharma
LLC to the extent that a compensation charge deduction is
usable by us to reduce our taxes and based upon the
assumption that all other deductions of Endo are used prior
thereto. Additionally, as part of the tax sharing agreement, Endo
Pharma LLC will reimburse us for the after-tax employer payroll
taxes paid by us as a result of the exercise of the 36 miliion
options discussed above. We have paid approximately $11
million in employer payroll taxes, of which Endo Pharma LLC will
reimburse us for approximately $7 million which represents the
after-tax employer payroll tax paid by us for the periods from
2001 through December 31, 2006, As of December 31, 2008, our
net liability due to Endo Pharma LLC is approximately $38.7
miltion. All payments made and accrued pursuant to the tax
sharing agreement have been reflected as a reduction of
stockholders’ equity in the accompanying financial statements.

During the year ended December 31, 2006, approximately

3.5 million shares underlying stock options granted under the
Endo Pharma LLC stock option plans were exercised. Since the
attributable compensation charge deductions are usable to
reduce our taxes in 2006, we are obligated, under our amended
tax sharing agreement, to pay to Endo Pharma LLC an additional
tax benefit amount of approximately $38.7 million, which is our
net liability due to Endo Pharma LLC referred to above. Fifty
percent of the estimated tax benefit amount attributable to these
exercises and any additional tax benefits attributable to the
exercise of stock options granted under the Endo Pharma LLC
stock option plans in 2006 will be due within 15 business days of
the date we receive an opinion on our final audited 2006 financial
statements from our independenl registered public accounting
firm, and the remaining tax benefit amount attributable to 2006 is
due within 30 business days of the date on which we file our 2006
tax return with the Internal Revenue Service.

As of December 31, 2008, there were approximatety 0.1 million
stock options, which expire in August 2007, remaining to be
exercised under the Endo Pharma LLC stock option plans. Using
a weighted average exercise price of $2.42 per share and an
assumed tax rate of 38.25%, if all of these remaining stock
options under the Endo Pharma LLC stock option plans were
vested and exercised, and assuming the price of our common
stock was $27.58 per share, the closing price on December 29,
2006, we would generally be able to deduct, for income tax
purposes, compensation of approximately $2 million, which could
result in a tax benefit amount of approximatety $1 million payable
to Endo Pharma LLC in 2008. This would represent the final tax
sharing payment due to Endo Pharma LLC.

As of December 31, 20086, there were no options remaining to be
granted under the Endo Pharma LLC stock option plans.
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Executive Compensation. In March 2006, Endo Pharma LLC
advised our Board of Directors that it intended to pay a one-time
cash bonus to each of Mr. Peter Lankau, our President and Chief
Executive Officer, Ms. Caroline Manogue, our Executive Vice
President, Chief Legal Officer and Secretary, and

Mr. Jeffrey Black, our former Executive Vice President, Chief
Financial Officer and Treasurer in the amount of $3 miliion,

$6 million and $10 million, respectively, in recognition of their
significant contributions to our success. These bonus payments
have been recorded in selling, general and administrative
expenses during the year ended Decernber 31, 2006. These
payments were made by the Company in April 2006 and repaid
to us by Endo Pharma LLC in ithe third quarter of 2006 with
interest. In addition, only a portion of these bonus payments will
be deductible for federal and state income tax purposes. We are
not required to pay nor will we pay to Endo Pharma LLC the
amount of any of the tax benefits related to these oonus
payments pursuant io the tax sharing agreement between us and
Endo Pharma LLC. These bonuses will be funded entirely by
Endo Pharma LLC, with no contribution by us and they have been
treated as a capital contribution by Endo Pharma LLC.

Endo Pharma LLC afso informed us that, in connection with its
eventual winding-up, it would make a special allocation to

Ms. Carol Ammen, our Chairman of the Board and former Chief
Executive Officer, of approximatety $22 million, with all or a
portion of Ms. Ammon’s payment being satisfied by granting to
her the remaining unaltlocated Endo Pharma LLC stock options of
approximately 0.8 million shares under the Endo Fharma LLC
stock option plans. This amount has been recorded in selling,
general and administrative expenses during the year ended
December 31, 2006 and as a capital contribution by Endo
Pharma LLC. This grant of options to Ms. Ammon was made
during the fourth quarter of 2006. The 0.8 million options were
granted by Endo Pharma LLC to Ms. Ammon in the fourth quarter
of 2006 at an exercise price of $2.42 per share. Therefore,
approximately $20 million of the $22 million recorded in the first |
quarter of 2006, described above, was reclassified as a stock |
compensation expense representing the fair value of the option

on the date of grant. These options were immediately vested and
exercised by Ms. Ammon and the resulting compensation charge
deduction of approximately $19 million and the resulting tax

sharing obligation to Endo Pharma LLC is include¢ in our tax
sharing liability discussed above. Endo Pharma LLC intends to

pay the remaining $2 million to Ms. Amman in 2007.

Settlerent of Contingent Obligation.  During the year ended
December 31, 2005, the Company reached an agreement with
an individual to compensate him a total of $2 million for past
services rendered to the Company. This agreement was finalized
in May 2005, and the $2 million has been recorded in selling,
general and administrative expenses during the year ended
December 31, 2005. Endo Pharma LLC made these payments
totaling $2 million on behalf of the Company, and they have been
treated as a capital contribution by Endo Pharma LLC.



Management’s Discussion and Analysis of

Financial Condition and Results of Operations (continued)

Fluctuations. Our quarterly and annual results have fluctuated in
the past, and may continue to fluctuate. These fluctuations are
primarily due to the timing of new product launches, purchasing
patterns of our customers, market acceptance of our products
and the impact of competitive products and pricing. Further, a
substantial portion of our net sales are through wholesale drug
distributors wha in turn supply cur products to pharmacies,
hospitals and physicians, Accordingly, we are potentially subject
to a concentration of credit risk with respect to our trade
receivabies.

Growth Opportunities.  We continue to evaluate growth
opporiunities including strategic invesiments, licensing
arrangements and acquisitions of product rights or technologies,
which could require significant capital resources.

Non-U.S. Operations. We currently have no operations outside
of the United States. As a result, fluctuations in foreign currency
exchange rates do not have a material effect on our financial
statements.

Inflation. We do not believe that inflation had a materiat adverse
effect on our financial statements for the periods presented.

Off-Balance Sheet Arrangements. We have no off-balance
sheet arrangements as defined in item 303(a) (4) of Regulation
S-K.

Expected Cash Requirements for Contractual Obligations. The
following table presents cur expected cash requirements for
contractual obligations outstanding as of December 31, 2006
{in thousands):

Payment Due by Pariod

Contractual

Obligations Total 2007 2008 2009 2010 2011 Thereafter

Operating Lease

Obligations .. .... $ 17.090 $ 2875 $ 2,901 $ 2,603 $2,392 $1,9658 §4,350
Capital Lease

Obligations ... ... 1991 1479 489 23 — -— —
Minimum Purchase

Commitments 10

Novartis ......... 51,000 17,000 17,00¢ 17,000 — — —_—
Estimated Tax

Sharing Paymenis

‘Due 10 Endo

PharmalLLC ..... 38,693 38,603 —_ —_ — — -
Limited Partnership

Commitment(1) . .. 7300 7,300 — — — — —

Total .......... $116,074 $67,347 $20,390 $19.626 $2.392 $1,969 $4.350

(1) On December 12, 2003, we entered inte a subscription agreement ta invest up to $10
million into Life Sciences Opportunities Fund (Institutional) )l, L.P., a Delaware limited
partnership formed to carry out investments in life science companies. As of
December 31, 2006, we have invested $2.7 million in this partnership.

In addition, we have agreed to certain contingent payments in
certain of our acquisition, license, collaboration and other
agreements. Payments under these agreements generally
become due and payable only upon the achievement of certain

developmental, regulatory, commercial and/or other milestanes.
Due to the fact that it is uncertain if and when these milestones
will be achieved, such contingencies have not been recorded in
our consolidated balance sheet, except for the $15.5 million
estimated amount due seller related to our acquisition of
RxKinetix, and are not reflected in the table above. In addition,
under certain arrangements, we may have to make royalty
payments based on a percentage of future sales of the products
in the event regulatory approval for marketing is obtained. From a
business perspective, we view these payments favorably as they
signify that the products are moving successfully through the
development phase toward commercialization.

RECENT ACCOUNTING PRONOUNCEMENTS

In November 2004, the Financial Accounting Standards Board
{"FASB"} issued Staterment of Financial Accounting Standards
{"SFAS") Na. 151, Inventory Costs, an amendment of ARB No. 43,
Chapter 4. The purpose of this staterent is to clarify the
accounting of abnarmal amounts of idle facility expense, freight,
handling costs and waste material. ARB No. 43 stated that under
some circumstances these costs may be so abnormal that they
are required to be treated as current period costs. SFAS No. 151
requires that these costs e treated, as current period costs
regardless if they meet the criteria of “so abnormal.” In addition,
the statement requires that allocation of fixed production
overheads to the costs of conversion be based ¢n the normal
capacity of the production facilities. The provisions of this
Statement were effective for inventory costs incurred beginning
on January 1, 2006. The adoption of SFAS Ne¢. 151 did not have a
material impact on the Company's results of operations or
financial position.

In December 2004, the FASB issued SFAS No. 153, Exchanges
of Nonmonetary Assets, an amendment of APB Opinion No. 29.
SFAS No. 163 was effective for nonmonetary asset exchanges
occurring after January 1, 2006. The adoption of SFAS No. 153
did not have a material impact on the Company’s resulis of
operations or financial position.

In May 2005, the FASB issued SFAS No. 154, Accounting
Changes and Error Corrections, a replacement of APB Opinion
No. 20 and Statement No. 3. SFAS No. 154 changes the
requirements for the accounting and reporting of a change in
accounting principle. SFAS No. 154 applies to all voluntary
changes in accounting principle as well as to changes required
by an accounting pronouncement that does not include specific
transition provisions. SFAS No. 154 is effective for accounting
changes and corrections of errors made in fiscat years beginning
after December 15, 2005. The adoption of SFAS No. 154 did not
have a material impact on the Company's results of operations or
financial position.

In July 20086, the FASB issued FASB Interpretation No. 48 (“FIN
48"}, Accounting for Uncertainty in Income Taxes, an
interpretation: of FASB Statement No. 109, Accounting for Income
Taxes. FIN 48 creates a single model to address uncertainty in

35




Management's Discussion and Analysis of
Financial Condition and Results of Operations (continued)

tax positions. FIN 48 clarifies the accounting for income taxes by
prescribing the minimum recognition threshold a tax position is
required o meet before being recegnized in the financial
statements. FIN 48 also provides guidance on derecognition,
measurement. classification, interest and penalties, accounting in
interim periods, disclosure and transition. In addition, FIN 48
clearly scopes out income taxes from SFAS No. 5, Accounting for
Contingencies. FIN 48 is effective for fiscal years beginning after
December 15, 2006. We do not expect the adoption of FIN 48 to
have a material impact on our financial statements.

In September 2006, the FASB issued SFAS No. 157, Fair Value
Measurements, which addresses how companies should
measure fair value when they are required to use a fair value
measure for recognition or disclosure purposes under accounting
principles generally accepted in the United States. SFAS No. 157
is effective for fiscal years beginning after November 15, 2007,
The Company is currently evaluating the impact of the adoption
of this Statement on its financial statements.

in September 20086, the SEC staff issued Staff Accounting Bulletin
No. 108 ("SAB 108"), Considering the Effects of Prior Year
Misstatements when Quantifying Misstatements in Current Year
Financial Statements. SAB 108 was issued in order to eliminate
the diversity of practice surrounding how public companies
quantify financial statement misstatements. In SAB 108, the SEC
staff established an approach that requires quantification of
financial statement misstatements based on the effects of the
misstatements on each of the Company's financial statements
and the related financial statement disclosures. This model is
commonly referred to as a “dual approach” because it requires
quantification of errors under both the iron curtain and the roll-
over methods. SAB 108 permits existing public companias to
initially apply its provisions either by (i) restating prior financiat
statements as if the "dual approach” had always been used or
(ii) recording the cumutative effect of initially applying the “dual
approach” as adjustments to the carrying values of assets and
liabilities as of January 1, 2006 with an offsetting adjustment
recorded to the opening balance of retained earnings. Use of the
"cumulative effect” transition method requires detailed disclosure
of the nature and amount of each individual error being corrected
through the cumulative adjustment and how and when it arose.
The adoption of SAB 108 did not have a material impact on the
Company’s financial statements.

in February 2007, the FASB issued SFAS No. 159 (“SFAS 158")
The Fair Value Option for Financial Assets and Financial
Liabifities, providing companies with an option to report selected
financial assets and liabilities at fair vafue. This Standard’s
objective is to reduce both complexity in accounting for financial
instruments and the volatility in earnings caused by measuring
related assets and liabilities differently. Generally accepted
accounting principles have required different measurement
attributes for different assets and liabilities that can create
artificial volatility in earnings. SFAS 159 helps to mitigate this type
of accounting-induced volatility by enabling companies to report
related assets and liabilities at fair value, which wouid likely
reduce the need for companies 10 comply with detailed rutes for
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hedge accounting. SFAS 159 also establishes presentation and
disclosure requirements designed to facilitate comparisons
between companies that choose different measurement attributes
for similar types of assets and liabilities. This Standard requires
companies to provide additional information that will help
investors and other users of financial statements to more easily
understand the effect of the Company's choice to use fair value
on its earnings. It also requires entities to display the fair value of
those assets and liabilities for which the Company has chosen to
use fair value on the face of the balance sheet. SFAS 158 is
effective for fiscal years beginning aiter Novernber 15, 2007, The
Company is currently evaluating the impact of the adoption of this
Statement on its financial statements

Quantitative and Qualitative Disclosures
about Market Risk

Foreign Currency Risk

While all of our net sales are within the United States and
dencminated in U.S. dollars, we purchase Lidoderm®, in U.S.
dollars, from Teikoku Seiyaku Co., Ltd., a Japanese
manufacturer. As part of the purchase agreement with Teikoku,
there is a price adjustment feature that prevents the cash
payment in U.S. dollars from faliing cutside of a certain
pre-defined range in Japanese yen even if the spot rate is
outside of that range. A 10% change in foreign currency
exchange rates would not have a material impact on our financial
condition, results of operations or cash flows,

Interest Rate Risk

The primary abjective of our investment of cash surpluses is the
protection of principal and, accordingly, we invest in taxable and
tax-free maney market funds with relatively short maturities.
Therefore, cur investment of cash surpluses is not subject to
significant interest rate risk.

As of December 31, 2006 and December 31, 2005, we have no
other assets aor liabilities that have significant intarest rate
sensitivity.

Investment Risk

At December 31, 2008, we had publicly tfraded equity securities
comprised of DURECT Corporation common stcck at fair value -
totaling $6.8 million in “Other assets.” The fair vaiue of this
investment is subject to significant fluctuations due to the volatifity
of the stock market, changes in general economic conditions and
changes in the financial candition of DURECT. Based on the fair
value of the publicly traded equity securities we held at ;
December 31, 2006, an assumed 25%, 40% and 50% adverse
change in the market prices of this security would resultin a
corresponding decline in total fair value of approximately $1.7
miltion, $2.7 million and $3.4 million, respectively.

Inflation

We do not believe that inflation has had a significant impact on
Qur revenues or operations.



Cautionary Note Regarding Forward-Looking Statements

This Annual Repaort to Sharehotders, including information
incorporated by reference into this Annual Report, contains
information that includes or is based on “forward-looking
statements” made pursuant to the safe harbor provisions of the
Private Securities Litigation Reform Act of 1995. These forward-
looking statements are not intended to be guarantees of future
events or performance. To the extent that statements in this
Annual Report are not recitations of historical fact, such
staternents constitute forward-looking statements. These
statements, including estimates of future net sales, future
expenses, fulure net income and future earnings per share, are
subject to risks and uncertainties. Forward-looking statemenis
include ihe information concerning our possible or assumed
results of operations. Also, statements including words such as
“believes,” “expects,” “anticipates,” “intends,” "estimates,”
"plan,” “will," “may" or similar expressions used in connection
with, among other things, discussions of our financial
performance, growth strategy, regulatory approvals, product
development or new product launches, market position, sales
efforts, intellectual property matters or acquisitions and
divestitures are forward-looking statements. We have based
these forward-looking statements on our current expectations
and projections about the growth of our business, our financial
performance and the development of our industry. Because
these statements reflect our current views concerning future
events, these forward-looking statements involve risks and
uncertainties. If our underlying assumptions turn cut to be
incorrect, or if certain risks or uncertainties materialize, actual
rasults could vary materially from the expectations and
projections expressed or implied by our forward-looking
statements. As a result, investors are cautioned not to place
undue reliance on any of our forward-looking statements. We
have identified these forward-looking statements below in order
to take advantage of the safe harbor provisions of the Private
Securities Litigation Reform Act of 1995. Certain {actors that
could cause actual results to differ materially from those
expressed in forward-looking statements include, among others:

« our ability to successfully develop, commercialize and
market new products;

+ timing and results of pre-clinical or clinical trials on new
products;

* our ability to obtain regulatory approval of any of our
pipeline products;

¢ competition for the business of our branded and generic
producis, and in connection with our acquisition of rights
to intellectual property assets;

¢ significant cash payments we may be required to make
to Endo Pharma LLC pursuant to a tax sharing
agreement;

* market acceptance of our future products;
+ government regulation of the pharmaceutical industry;

* our dependence on a small number of products;

+ our dependence on outside manufacturers for the
manufacture of our products;

* our dependence on third parties to supply raw materials
and to provide services for certain core aspects of our
business;

* new regulatory action or lawsuits relating to our use of
narcotics in most of our core products;

« our exposure to preduct liability claims and product
recalls and the possibility that we may not be able to i
adequately insure ourselves; !

s our ability to protect our proprietary technology;

e the successful efforts of manufacturers of branded |
pharmaceuticals to use litigation and iegislative and
regulatory efforts to limit the use of generics and certain
other products;

* our ability to successfully implement our acquisition and
in-licensing strategy,;

« regulatory or other limits on the availability of controlled
substances that constitute the active ingredients of some
of our products and products in development;

» the availability of third-party reimbursement for our
products;

¢ the outcome of any pending or future litigation or claims
by the government;

e our dependence on sales to a limited number of large
pharmacy chains and whaolesale drug distributors for a
large portion of our total net sales;

» significant litigation expenses to defend or assert patent
infringement claims;

» any interruption or failure by our suppliers, distributors
and collaboration partners to meet their obligations
pursuant to various agreements with us;

s adetermination by a regulatory agency that we are
engaging in inappropriate sales or marketing activities,
including prometing the “off-label” use of our products;,

¢ existing suppliers become unavailable or lose their
regulatory status as an approved source, causing an
inability to obtain required components, raw materials or
products on a timely basis or at commercially reasonable
prices; and

+ the loss of branded proguct exclusivity periods and
relaied intellectual property.

We do not undertake any obligation to update our forward-
looking statements after the date of this Report for any reason,
even if new information becomes available or other events occur
in the future. You are advised, however, to consult any further
disclosures we make on refated subjects in our Forms 10-K, 10-Q
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Cautionary Note Regarding Forward-Looking

Statements (continued)

L]

and 8-K filed with the Securities and Exchange Commission (or
SEC). Also note that we provide the preceding cautionary
discussion of risks, uncertainties and possibly inaccurate
assumptions relevant to our business. These are factors that,
individually or in the aggregate, we think could cause our actual
results to difler materially {from expected and historical results.
We note these factors for investors as permitted by the Private
Securities Litigation Reform Act of 1995. You should understand
that it is not possible to predict or identify all such factors.
Consequently, you should not consider the preceding to be a
camplete discussion of all potential risks or uncertainties.

Changes in and Disagreements with
Accountants on Accounting and
Financial Disclosure

Not applicable.

Market for Registrant's Common Equity,
Related Stockhoider Matters and Issuer
Purchases of Equity Securities

Market Information. Our common stock is traded on the
NASDAQ under the symbol "ENDP”. The following table sets forth
the quarterly high and low share price information for the periods
indicated. The prices shown represent quotations between
dealers, without adjustment for retail markups, markdowns or
commissions, and may not represent actual transactions.

Endo Common Stock High Low
Year Ending December 31, 2006
1stQuarter .. ......... ... ... ........ $3396 $21.06
2ndQuarter ... L. $33.03 $27.76
3rdQuarter ... ... $3460 $28.88
AthQuarter . ........................ $34.75 326.68
Year Ending December 31, 2005
1stQuarter ... ... . . $23.18 $19.52
2nd Quarter ... ... $26.48 $19.02
3rdQuarter ... $30.52 %2511
AthQuarter ......................... $31.93 324.36

Holders. As of February 16, 2007, we estimate that there were
approximately 79 record holders of our common stock.
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Dividends. We have never declared or paid any cash dividends
on our capital stock. Prior to its expiration on December 21, 2006,
our credit facility contained limitations and restrictions on the
payment of dividends. Since these restrictions have lapsed, the
payment of cash dividends is subject to the discretion of our
Board of Directors and will be dependent on many faciors,
including our earnings, capital needs and general financial
condition. We anticipate that, for the foreseeable future, we will
retain our earnings in order to finance strategic investments in our
business.

The following graph provides a comparison of the cumulative
total reiurn on the Company's commaon stock with that of the
cumulative total return on the NASDAQ Stock Market Index (U.S.)
and the NASDAQ Pharmaceutical Index commencing on
December 31, 2001 and ending December 31, 2006. The graph
assumes $100 invested on December 31, 2001 in the Company’s
common stock, in the NASDAQ Stock Market (U.S.) Index, or the
NASDAQ Pharmaceutical Index, and that al! dividends are
reinvested.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among Ende Pharmaceuticals Holdings, Inc., The NASDAQ Compasita Index
And The NASDAQ Pharmaceutical Indax

22

12 1202 1203 1204 1205 1208

—&— Endo Pharmaceuticals Holdings, Inc. — A — NASDAQ Ccmposite

- - © - -NASDAQ Pharmaceutical

* $100 invested on 12/31/01 in stock or index-including reinvestment of dividends. Fiacal year ending December 31.

December 31,
2002 2003 2004

2001 2005 2006

Endo Pharmaceuticals
Holdings, Inc. ........ $100.00 $65.97 $165.90 $180.03

NASDAQ Composite ... $100.00 $71.97 $107.18 $117.07
NASDAQ Pharmaceutical .$100.00 $64.40 $92.37 $100.7&

$259.30 $236.33
$120.50 $137.02
$113.36 $115.84



Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of
Endo Pharmaceuticals Holdings Inc.
Chadds Ford, Pennsylvania

We have audited management's assessment, included in the
accompanying Management's Report on Internat Control over
Financial Reporting, that Endo Pharmaceuticals Holdings Inc.
and subsidiaries (the “Company”) maintained effective internal
control over financial reporting as of December 31, 2006, based
on criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the
Treadway Commission. The Company's management is
responsible for maintaining effective internal control aver financial
reparting and for its assessment of the effectiveness of internal
control over financial reporting. Cur respaonsibility is to express an
opinion on management's assessment and an opinian on the
effectiveness of the Company's internal contrel over financial
reporting based on our audit.

We conducted our audit in accordance with the standards of the
Public Company Accounting Qversight Board (United States).
Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of
internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other
procedures as we considered necessary in the circumstances.
We believe that our audit provides a reasonabie basis for our
opinions.

A company’s internal control over financial reporting is a process
designed by, or under the supervision of, the company’s
principal executive and principal financial officers, or persons
performing similar functions, and effected by the company's
baard of directors, management, and other personnel to provide
reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting
principles. A company's internal control over financial reporting
includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and
fairly reflect the transactions and dispositions of the assets of the
company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial
statements in accordance with generaily accepted accounting
principles, and that receipts and expenditures of the company
are being made only in accordance with authorizations of
management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial
statements.

Because of the inherent limitations of internal control over
financial reporting, inciuding the possibility of collusion or
improper management override of controls, material
misstatements due to error or fraud may not be prevented or
detected on a timely basis. Also, projections of any evaluation of
the effectiveness of the internal contrel over financial reporting to
future periods are subject to the risk that the controls may
become inadequate because of changes in conditions, or that
the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, management's assessment that the Company
maintained effective internal control over financial reporting as of
December 31, 2006, is fairly staied, in all material respects,
based on the criteria established in Internal Controi—integrated
Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission. Also in our apinion, the Company
maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2006, based on the
criteria established in Internal Control—integrated Framewcrk
issued by the Committee of Sponsoring Organizations of the
Treadway Commission.

We have also audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States}, the
consolidated financial statements and financial staterment
schedule as of and for the year ended December 31, 2006 of the
Company and our repart dated March 1, 2007 expressed an
unqualified opinion an those financial statements and financial
statement schedule and included an expianatory paragraph
relating to the adoption of Statement of Financiat Accounting
Standards No. 123R in 2006.

ot & Tomedo L

Philadelphia, Pennsylvania
March 1, 2007
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Management's Report on Internal Control
Over Financial Reporting

The management of Endo Pharmaceuticals Holdings Inc. is
responsible for establishing and maintaining adequate internal
control over financial reporting as defined in Rutes 13a-15(f) and
15d-15(f) under the Securities Exchange Act of 1934, Endo
Pharmaceuticals Holdings Inc.’s internal control system was
designed to provide reasonable assurance to the Company’s
management and board of directors regarding the preparation
and fair presentation of published financial statements.

All internal control systems, no matter how well designed, have
inherent limitations. Therefore, even those systems determined to
be effective can provide only reasonable assurance with respect
to financial statement preparation and presentation.

Endo Pharmaceuticals Holdings Inc.'s management assessed
the effectiveness of the Company's internal contral over financial
reporting as of December 31, 2006. In making this assessment, it
used the criteria set forth by the Committee of Spensoring
Organizations of the Treadway Commission (COSO) in Internal
Control-Integrated Frarmework. Based on our assessment we
believe that, as of December 31, 20086, the Company's internal
control over financial reporting is effective based on those
criteria.

Endo Pharmaceuticais Holdings Inc.’s independent registered
public accounting firm has issued an attestation report on our
assessment of the Company's internal control over financial
reporting. This report appears on page 39.

CHZ

Peter A. Lankau
President, Chief Executive Officer and Director
{Principal Executive Officer)

ChA G Rmit 2=

Charlgs A. Rowland, Jr.
Executive Vice President, Chief Financial Officer and
Treasurer {Principal Financial Officer)

g teex

Joyce N. LaViscount
Chief Accounting Officer (Principal Accounting
Officer)

March 1, 2007

40




Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of
Endo Pharmaceuticals Holdings Inc.
Chadds Ford, Pennsylvania

We have audited the accompanying consolidated balance sheets
of Endo Pharmaceuticals Holdings Inc. and subsidiaries (the
“Company") as of December 31, 2006 and 2005, and the related
consolidated statements of operations, stockholders’ equity and
comprehensive income, and cash flows for each of the three
years in the period ended December 31, 2006. Our audits also
included the financiat statement schedule listed in the Index at
Item 15. These firancial statements and financial statement
schedulg are the responsibility of the Company's management.
Qur responsibility is to express an opinion an the financial
statements and financia! statement schedule based on our
audits.

We conducted our audits in accordance with the standards of the
Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial
statements are free of material misstaterent. An audit includes
examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant
estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present
fairly, in all material respects, the financial position of Endo
Pharmaceuticals Holdings Inc. and subsidiaries as of
December 31, 2006 and 2005, and the results of their cperations
and their cash flows for each of the three years in the period
ended December 31, 20086, in conformity with accounting
principtes generally accepied in the United States of America.
Also, in our opinion, such financial statement schedule, when
cansidered in relation to the basic consclidated financial
statements taken as a whole, presents fairly, in all material
respects, the information set forth therein.

As discussed in Note 2 to the consolidated financial statements,
the Company acdlopted Statement of Financial Accounting
Standards No. 123R, Share-Based Payment, on January 1, 2006.

We have also audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States). the
effectiveness of the Company's internal control over financial
reporting as of December 31, 2006, based on the criteria
established in Internal Controi—Integrated Framework issued Dy
the Committee of Sponsoring QOrganizations of the Treadway
Commission and our report dated March 1, 2007 expressed an
unqualified opinion on management's assessment of the
effectiveness of the Company's internal control over financial
reporting and an ungualified opinion on the effectiveness of the
Company’s internal control over financial reporting.

ntl & Tomels L

Philadelphia, Pennsylvania
March 1, 2007
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Consolidated Balance Sheets

December 31, 2006 and 2005

2006 2005

{In thousands, except
share data)

ASSETS
CURRENT ASSETS; .
Cash and cash equivalents . .. ... e e $ 628085 § 500,956
Accounts receivable, net of allowance of $1,475 at December 31,2006 and 2005 ................. 279,159 290,826
Income taxes racaivable . ... . e e — 66,461
LR =T o = P 62,129 50,983
Prepaid expenses and other current @ssets ... ... ... . 11,663 14,445
Deferred INCOMIE XS . . o e 54,978 69,714
Total current asseté .................................................................... 1,036,014 993,385
PROPERTY AND EQUIPMENT, Net .. ... . e . 36,565 38,001
GO DWILL o 181,079 181,079
OTHER INTANGIBLES, Net . ... e e 78,248 99,065
NOTE RECEIVABLE, including accrued interest of $6,185 and $3,472 at December 31, 2006 and 2005,
respectively . e e 52,372 48,925
DEFERRED INCOME TAXES . .. e 1,745 —
OTHER A SET S .. e e e 10,368 11,223
TOTALASSETS .. e $1,396,682 $1,371,678

LIABILITIES AND STOCKHOLDERS’ EQUITY
CURRENT LIABILITIES:

ACCOUNIS PaYAbIE . .. e $ 122647 $ 094,787
ACCIUBO BRPENSES . . .ttt ittt e 164,528 214,276
Due to Endo Pharma LLC ... .. e 38,693 200,450
income taxes payable ............... e e 12,231 —
Total current liabillies . . .. . e 338,099 509,513
DEFERRED INCOME TAXES ..o e e — 14,637
ESTIMATED AMOUNT DUE SELLER . ... .. e e 15,630 —
OTHER LIABILITIES . . e 2,072 4,158
COMMITMENTS AND CONTINGENCIES (NOTE 12)
STOCKHOLDERS' EQUITY:
Preferred Stock, $0.01 par value; 40,000,000 shares authorized; noneissued . .................... — —
Common Stock, $0.01 par value; 175,000,000 shares autherized; 133,600,959 and 132,800,873
shares issued and outstanding at December 31, 2006 and 2005, respectively . .................. 1,336 1,328
Additional paid-in capital . . ... e e 679,704 619,336
Retained Gaming s . . .. ot e e 358,831 220,992
Accumulated other compPrehnensive INCOMIE . . .. .. . L e e e 1,117 1,714
Total slockholders' equity . .. .. . e e s 1,040,938 843,370
TOTAL UABILITIES AND STOCKHOLDERS EQUITY ... ot e e e e - $1,396,639 $1,371,678

See notes to consolidated financial statements,
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Consolidated Statements of Operations

Years Ended December 31, 2006, 2005 and 2004

2006

2005

2004

(In thousands, except per share data)

NET SALES oo e $909,659 $820,164 $615,100
COST OF SALES ) L.t e e e 201,421 186,350 140,989
GROSS PROFIT . oot e e e e 708,238 633,814 474111
COSTS AND EXPENSES:

Selling, general and administrative . ........ . oo 340,094 211,246 179,270

Research and development .. ... ... 82,808 88,307 51,476

Depreciation and amortization . ... ... e 17,498 15,497 10,630

Loss on dispesal of other intangible, including license termination fee of $3,000 . ... .. — — 3,800

Impairment of other intangible assets ... ... .o 31,263 5515 —

Purchased in-process research and development ......... ... ... . ... o0 26,046 —
OPERATING INCOME .. o e e 210,529 313,249 228,935
INTEREST INCOME, Net of interest expense of $1,276, $1,744 and $1,285,

TESPECHIVEIY .. . (23,205) (10,995) (2.161)
INCOME BEFORE INCOME TAX . . .o e 233,734 324,244 231,096
INCOME TAX o e e 95,895 121,949 87,787
NET INCOME . e e $137,839 $202,295 $143,309
NET INCOME PER SHARE:

BaSIC oot e $ 103 $ 153 $ 109
IR . e e $ 1.03 $ 152 $ 108
WEIGHTED AVERAGE SHARES . ... .. i e

BaSIC . ot 133,178 132,242 131,805
DHULEA . oot e e 133,911 133,289 132,718

(a) Exclusive of amortization of intangible assets.

See notes o consolidated financial statements.
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Consolidated Statements of Stockholders' Equity and Comprehensive Income

Accumulated

Common Additional Retained Other Total
Years Ended December 31, Number Stockat Paid-in  Earnings Comprehensive Stockholders’ Comprehensive
2006, 2005 and 2004 Of Shares Par Value Capital (Deficit) Income (Loss) Equity Income

] {In thousands, except share data)
BALANCE, JANUARY 1,

2004 ... ..o 131,769,766  $1,318  $ 691,631 ${(124,612) $ (720) $ 567617 $ —
Tax sharing distributions made
to Endo Pharma LLC ... ... — — {13,549) — — (13,549} —

Estimated tax sharing
distributions due to Endo

Pharma LLC ............. — — (42,939} — — (42,939) —
Exercise of options . ... ... ... 86,248 1 772 — — 773 —
Unrealized gain on securities,

netaoftax ................ — — — — 739 732 : 739
Netinceme ................ — — — 143,309 — 143,309 143,309
Comprehensive income . .. ... — — — — — — $144,048
BALANCE, DECEMBER 31,

2004 . ... 131,856,014 $1,319 $635215 $ 18697 $ 19 $ 655,950 —

Estimated tax sharing

distributions due to Endo

PharmalLC ............. — — (194,662) — — (124,662} —
Selling, general and admin-

istrative expenses funded

by Endo Pharma LLC . ... .. — — 2,000 — — 2,000 —
Exercise of options . . ........ 944 859 9 10,180 — — 1,189 —
Tax benefits of stock options

exercised ............... — — 165,903 — — 165,903 —
Unrealized gain on securities,

netoftax ................ — — — — 1,695 1,685 1,695
Netincome ................ — — — 202,295 — 202,295 202,295
Comprehensive income . . .. .. — — — — — — $203,990
BALANCE, DECEMBER 31,

2005 ... 132,800,673  $1,328 $619,336 § 220,992 $1.,714 $ 843,370 —

Estimated tax sharing

distributions due to Endo

Pharma LLC ............. — — (39,702) — — (39,702) —
Selling, general and admin-

istrative expenses funded

by Endo Pharma LLC .. .. .. — — 21,423 — — 21,423 —
Compensation related to stock

options ... ........... ... 32,279 32,279
Exercise of options .. ..... ... 800,086 8 8,435 — — 8,443 —
Tax benefits of stock options

exercised ............... — — 37,933 — — 37,933 —
Unrealized loss on securities,

netoftax ................ — — — — (597) (597) (597)
Netincome ................ - — — 137,839 — 137,839 137,839
Comprehensive income . ... .. — — — — — — $137,242
BALANCE, DECEMBER 31,

2006. .. ... .. 133,600,959 $1.336 §$679,704 § 358,831 $1,117 $1,040,988 —

See notes 1o consolidated financial statements.
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Consolidated Statements of Cash Flows

Years Ended December 31, 2006, 2005 and 2004

2006

2005

2004

OPERATING ACTIVITIES:

{In thousands)

$137.830 $202205 § 143,300

AT TR o o 0. = TS U I S
Adjustments to reconcile net income to net cash provided by operaling activities:
Depreciation and amortization . ... .. ... .ot i e 17,498 15,497 10,630
Purchased in-process research and development . ... . i 26,046 — —
Accretion of interest on note reCeIvanlE . ... ... o e e {1.240) (1,240) (413}
Deterred IMCOMIE fBXES - . o .\ttt ettt ettt et e e e 9,352 (30,894) 6,829
Tax benefits of StocK Options EXerciSad . .. .. .. .. . e e — 206,228 43,345
Amortization of deferred fiNANCING COBIS . . . ..o e e e 351 383 390
Stock-based COMPENSALION | . .. .. PP 32,279 — —
Loss on disposal of other intangible . ... . -— — 3.800
Impairment of other intangible @ssets . . ... . e 31,263 5515 —
Loss on disposal of property and equipment . ... .. e 942 290 248
Selfling. general and administrative expenses to be funded by Endo PharmaLLC . .................... 21,423 2,000 —
Changes in assets and liabilities which provided (used) cash:
ACCOUNTS TECEIVAD I . o o ot e e et et e e e e e 11,667 {146,787 (37.755)
VEIIOIIES © v v v e e e e e e e e e e e e e (11,1486} 20,432 {20,965}
O TECBIVADIE « . . . ittt e et e e e (2,707) (2,638) (834)
Prepaid and Other @8SSE1S ... .. ... i 2.781 (2,084) (5,200)
ACCOUNES PAYABIE . . . e e 30,771 9,968 16,661
ACCTUEH BXPENSES . . oottt ettt e e e e e (34,853) 68,352 22,958
DUB IO ENDD Pharma LLC ... e e e (5,624} 5,624 —
Income taxes receivablefpayable .. ... .. ... o e 78,692 {68,297) (12,458)
Net cash provided by operating activities .. ...... .. oo e 345,334 284,644 170,545
INVESTING ACTIVITIES:
Purchase of property and eqQUIDIMENIL . . ... ...ttt (13,219) {10.481) (8,118)
Proceeds from sale of property and equipment . ... ... o e 143 7 294
Payment of license tesminaiion f8e ... ... ... . — — {3,000)
Loan Made 10 VeINaIIS . . .. ot e e e e — — {50,000)
LICBISE BB - o . oottt e e e e e (32,900) (14,500) (46,500)
Acquisition, net of cash ACGUIFEA ... ... e (20,473} — —
OB IVESIMIENLS « .« o ottt et et et e e e e e e e — (1,700) (500)
Net cash used in investing 8CHVItIES . .. .. ... e (66,449) (26,684} (107.824)
FINANCING ACTIVITIES:
Capital tease obligations repayments ............... SN (2,367) {2,452) {1,484}
Tax sharing payments to Endo Pharma LLC ... ... o {195,835) (42,775) (13,548
Tax benefits of Stock 0pHONS BXEICISEO . . .. ..o oo e e 38,003 — —
Exercise of Endo Pharmaceuticals Holdings Inc. Stock Options .. ... .. ... oo oo 8,443 10,189 773
Net cash used in inancing activities . ... ... . i (151,758) (35,038) (14,260)
NET INCREASE IN CASH AND CASH EQUIVALENTS .. ... s 127,129 222922 48,461
CASH AND CASH EQUIVALENTS, BEGINNING OF PERIOD ... ... s 500,956 278,034 229,573
CASH AND CASH EQUIVALENTS, END OF PERIOD .. ..ot $ 628,085 $500956 § 278,034
SUPPLEMENTAL INFORMATION:
INEETESE PBIA . oottt e $ 1659 § 878 % 415
INCOME EAXES PAIT . . . .ottt e et b et ettt e e $ 39978 § 17002 % 48907
SCHEDULE OF NON-CASH INVESTING AND FINANCING ACTIVITIES:
Purchase of property and equipment financed by capitalleases . .............. .. oo $ 172 § 5546 § 50M
Change in accrual for purchases of property and equipment .. ... ... . e $ 3764 $ (1.560) 3 (1,527)

See notes to consolidated financial statements.
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Notes to Consolidated Financial Statements

Years Ended December 31, 2006, 2005 and 2004

1. Description of Business

Endo Pharmaceuticals Holdings Inc. (the “Company” or “we") is a
specialty pharmaceutical company with market leadership in pain
management. The Company, through its wholly-owned
subsidiary, Endo Pharmaceuticals Inc. (*Endo™ or “EPI"), is
engaged in the research, development, sale and marketing of
branded and generic prescription pharmaceuticals used to treat
and manage pain, primarily in the United States. The Company
was incorporated on November 18, 1997 under the laws of the
state of Delaware. The stock of Endo is the only asset of the
Company, and the Company has no other operations or
business.

2. Summary of Significant Accounting Policies

Principles of Consolidation — The consclidated financial
statements include the accounts of Endo Pharmaceuticals
Holdings Inc. and its subsidiaries. All intercompany balances and
transactions have been eliminated.

Use of Estimates — The preparation of our financial statements in
conformity with accounting principles generally accepted in the
United States of America requires us to make estimates and use
assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liahilities at the
date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual
results could differ from those estimates. The most significant
estimates made and assumptions used are in the determination
of sales deductions for estimated chargebacks, rebates, sales
incentives and allowances, certain royalties, distribution service
fees, returns and losses; inventory reserves; deferred taxes;
contingencies; the valuation of stock-based compensation; the
capitalization of and the selection of amortization periods for
intangible assets with finite lives; and the assessment of the
recoverability of goodwill and other intangible assets.

Customer, Product and Supplier Concentration — We sell our
products directly to a limited number of large pharmacy chains
and through a limited number of wholesale drug distributors who,
in turn, supply products to pharmacies, hospitals, governmental
agencies and physicians. Net sales to customers who accounted
for 10% or more of our net sales during the years ended
December 31, 2006, 2005 and 2004 were as follows:

2006 2005 2004

Company A ... .. ... .. ... .. ... ... 29% 31% 29%
CompanyB ........................ 28% 27% 18%
CompanyC ........................ 15% 13% 18%
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The Company derives a majority of its net sales from a limited
number of products. Net sales that accounted for 10% or more of
our total net sales during the years ended December 31, 2008,
2005 and 2004 were as follows:

Years Ended December 31 2006 2005 2004

Lidoderm® ... ... ... .. ... ... ... 62% 51% 50%
Percocet® ... ... ... ... .. ... ...... 11% 13% 14%
Endocet® . ... .. ... oL 9% 8% 19%
Generic oxycodone extended-release

tablets ........ . ... ... ... 6% 4% —%
Generic morphine suffate .. ........... 4% 5% 10%

We have agreements with Novartis Consumer Health, Inc. and
Teikoku Seiyaku Co., Ltd. for the manufacture and supply of a
substantial portion of our existing pharmaceutical products (see
Note 12).

Revenue Recognition — Our net sales consist of revenues from
sales of our pharmaceutical products, less estimates for
chargebacks, rebates, sales incentives and allowances, certain
royalties, distribution service fees, returns and losses. We
recognize revenue for product sales when title and risk of loss
has passed to the ¢ustomer, which is typically upon delivery to
the customer, when estimated provisions for chargebacks,
rebates, sales incentives and allowances, certain royalties,
distribution service fees, returns and losses are reasonably
determinable, and when collectibility is reasonably assured.
Revenue from the launch of a new or significantly unique product,
for which we are unable to develop the requisite historical data
on which to base estimates of returns, due to the uniqueness of
the therapeutic area or delivery technology as compared to other
products in our pertfolio and in the industry, may be deferred until
such time that an estimate can be determined and all of the
conditions above are met and when the product has achieved
market acceptance, which is typically based on dispensed
prescription data and other information obtained during the
period following launch.,

Sales Deductions — When we recognize revenue from the sale of
our products, we simultaneously record an adjustment to revenue
for estimated chargebacks, rebates, sales incentives and
allowances, certain royalties, distribution service fees, returns
and losses. These provisions are estimated based on historical
experience, estimated future trends, estimated customer
inventory levels, current contract sales terms with our wholesale
and indirect customers and other competitive faciors.

Research and Development — Expenditures for research and
development are expensed as incurred. Property and equipment
that are acquired or constructed for research and development
activilies and that have alternate future uses are capitalized and
depreciated over their estimated useful lives on a straight-line
basis. Upfront and milestone payments made to third parties in




Notes to Consolidated Financial Statements (continued)

connection with agreements with third parties are generally
expensed as incurred up to ithe point of regulatory approval,
absent any alternative future uses. Payments made to third
pariies subsequent to regulatory approval are generally
capitalized and amortized over the remaining useful lite of the
related product. Amounts capitalized for such payments are
included in other intangibles, net of accumulated amortization.

Purchased In-Process Research and Development — Purchased
in-process research and development represents the estimated
fair value assigned to research and development projects
acquired in a purchase business combination or asset
acquisition that have not been completed at the date of
acquisition and which have no alternative future use.
Accordingly, these costs are charged to expense as of the
acquisition date.

Cash and Cash Equivalents — The Company considers all highly
liquid investrnents with an original maturity date of three months
or less to be cash equivalents.

Concentrations of Credit Risk — Financial instruments that
potentially subject the Company to significant concentrations of
credit risk consist primarily of cash equivalents, accounts
receivable and our note receivable. We invest our excess cash in
high-quality, liquid money market instruments maintained by
financial institutions. We have not experienced any significant
losses on our cash equivalents. We perform ongoing credit
evaluations of our customers and generally do not require
collateral, We have no history of significant iosses from
uncollectible accounts. Approximately 81% and 80% of our irade
accounts receivable balance represent amounts due from three
customers at December 31, 2006 and 2005, respectively. Our
note receivable is secured by certain assets of the counterparty
and future royalty and milestone payments due from the
counterparty {See Note 8).

Fair Value of Financiat Instruments — The carrying amounts of
cash and cash equivalents, accounts receivable, accounts
payable and accrued expenses are a reasonable estimate of
their fair values because of the current maturities of these
instruments. The carrying amount of our note receivable
approximates its fair value as the effective rate for this note is
comparable to market rates at December 31, 2008. Marketable
securities, which are included in other assets, are comprised of
our investment in shares of common stock of DURECT
Corporation, are recorded at their fair value of approximately $6.8
millicn at December 31, 2006.

Inventories — Inventories consist of finished goods held for
distribution, raw materials and work-in-process. Qur inventories
are stated at the lower of cost or market. Cost is determined by
the first-in, first-out method. We write down inventories to net
realizable value based on forecasted demand and market
conditions, which may differ from actual results.

Property and Equipment — Property and equipment are stated at
cost less accumulated depreciation. Depreciation is computed
over the estimated useful lives of the related assets, ranging from
two to ten years, on a straight-line basis. Leasehold
improvements and capital lease assets are amortized on a
straight-line basis over the shorter of their estimated useful lives
or the terms of their respective leases and this amortization is
included in depreciation expense.

License Rights — Licenses are stated at cost, less accumulated
amortization, and are amortized using the straight-line method
over their estimated useful lives ranging from ten to twenty years,
with a weighted average usefu! life of approximately 16 years. We
determing amortization periods for licenses based on our
assessment of various factors impacting estimated useful lives
and cash flows of the acquired rights. Such factors include the
expecied launch date of the product, the strength of the
intellectual property protection of the product and various other
competitive, developmental and regulatory issues, and
contractual terms. Significant changes to any of these factors
may result in a reduction in the useful life of the license and an
acceleration of related amortization expense, which could cause
our operating income, net income and net income per share to
decrease.

Patents — Patents are stated at cost, less accumulated
amortization, and are amortized using the straight-line method
over their estimated useful lives of seventeen years,

Impairment of Long-Lived Assets — Long-lived assets, which
includes property and equipment, license rights and patents, are
assessed for impairment, in accordance with Statement of
Financial Accounting Standards No. 144, Accounting for the
impairment or Disposal of Long-Lived Assets (SFAS No. 144),
whenever events or changes in circumstances indicate the
carrying amount of the asset may not be recoverable. The
impairment testing involves comparing the carrying amount of the
asset to the forecasted undiscounted future cash flows generated
by that asset. In the event the carrying value of the asset exceeds
the undiscounted future cash flows generated by that asset and
the carrying value is not considered recoverable, an impairment
exists. An impairment loss is measured as the excess of the
asset’s carrying value over its fair value, calculated using a
discounted future cash flow method. An impairment loss would
be recognized in net income in the period that the impairment
occurs. As a result of the significance of our long-lived assets,
any recognized impairment loss could have a material adverse
impact on our financial position andfor results of operations.

Goodwill — Goodwill, which represents the excess of purchase
price over the fair value of net assets acquired, is carried at cost.
In accordance with SFAS No, 142, Goodwill and Other Intangible
Assets, {"SFAS No. 142"), goodwill is not amortized; rather, it is
subject to a periodic assessment for impairment by applying a
fair-value-based test. Goodwill is assessed on an annual basis on
January 1st of each year for impairment or more frequently if
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Notes to Consolidated Financial Statements (continued)

impairment indicators arise. SFAS No. 142 prescribes a two-step
method for determining goodwill impairment. In the first step, we
determine the fair value of our one reporting unit. If the net book
value of our reporting unit exceeds the fair value, we would then
perfarm the secand step of the impairment test which requires
allocation of our reporting unit's fair value to all of its assets and
liabilities in a manner similar to a purchase price allocation, with
any residual fair value being allocated to goodwiil. An impairment
charge will be recognized only when the implied fair value of our
reporting unit's goodwill is less than its carrying amount. On
January 1, 2007 and 2006, our goodwill was evaluated for
irpairment and, based on the fair value of our ene reporting unit,
no impairment was identified. As a result of the significance of
goodwill, our results of operations and financial position in a
future period could be negatively impacted should an impairment
of goodwill accur.

Advertising Costs — Advertising costs are expensed as incurred
and included in selling, general and administrative expenses and
amounted to $41.0 million, $23.2 million and $30.2 million far the

years ended December 31, 2006, 2005 and 2004, respectively.

Income Taxes — The Company accounts for income taxes and
the refated accounts under the liabitity methed. Deferred tax
liabilities and assets are determined based on the difference
between the financial statement and tax pases of assets and
liabilities using enacted rates expected to be in effect during the
year in which the basis differences reverse.

Contingencies — The Company is subject to litigation in the
ordinary course of business. Legal fees and other expenses
related to litigation are expensed as incurred and included in
selling, general and administrative expenses. Accruals are
recorded when the Company determines that a loss related to a
litigation matter is both probable and reasonably estimable.

Stock-Based Compensation — Prior to January 1, 2008, the
Company accounted for its stock-based compensation plans
under the recagnition and measurement provisions of APB
Opinion No. 25, Accounting for Stock Issued to Employees, and
related Interpretations ("APB 25"), as permitted by FASB
Statement No. 123, Accounting for Stock-Based Compensation.
No stock-based employee compensation cost was recognized in
the Statement of Operations for the years ended December 31,
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2005 and 2004. Effective January 1, 2008, the Company adopted
the fair value recognition provisions of FASB Statament

No. 123(R), Share-Based Payrment, using the modified-
prospective-transition methed. Under that transition method,
compeansation cost recognized during the year ended

December 31, 2006 includes: (a) compensation cost for all share-
based payments granted prior to, but not yet vested as of
January 1, 2006, based on the grant date fair value estimated in
accordance with the original provisions of Statement No. 123,
and {b) compensation cost for all share-based payments granted
subsequent to January 1, 2008, based on the grant-date fair
value estimated in accordance with the provisions of Statement
No. 123(R), recognized on a straight-line basis. Results for prior
periods have not been restated.

As aresult of adopting Staterment No. 123(R) on January 1, 2008,
the Company's income before income taxes and net income for
the year ended December 31, 2008, are $12.4 million ($10.9
million in selling, general and administrative expenses and $1.5
million in research and development expensas) and $7.6 miliion
lower, respectively, than if it had continued to account for share-
based compensation under APB 25, Basic and diluted net
income per share for the year ended December 31, 2006 are
both $0.06 lower, than if the Company had nct adopted
Statement No. 123(R). This impact of adopting Statement

No. 123{R) does not include approximately $20 million in stock
compensation charges related to the 809,893 options granted
during the year ended December 31, 2006 under the Endo
Pharma LLC plans as the stock-based compensation charge for
this particular grant would have been identical under APB 25 and
Statement No. 123(R}. (See Note 16 for additional disclosure
regarding this particular option grant).

Prior to the adoption of Statement No. 123(R), the Company
presented all tax benefits of deductions resulting from the
exercise of stock options as operating cash flows in the
Statement of Cash Flows. Statement No. 123(R) reqguires the cash
flows resulting from the tax benefits resulting from tax deductions
in excess of the compensation cost recognized for those options
(excess tax benefits) to be classified as financing cash flows. The
$38.0 million excess tax benefit classified as a financing cash
inflow would have been ¢lassified as an operating cash inflow if
the Company had not adopted Statement No. 123(R).
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The following table illustrates the effect on net income and net
income per share if the Company had applied the fair value
recognition provisions of Statement No. 123 to options granted
under the Company's stock-based compensation plans for the
years ended December 31, 2005 and 2004 (in thousands, except
per share data). For purposes of this pro forma disclosure, the
value of the options was estimated using a Black-Scholes option-
pricing mode! and amortized to expense over the options’ vesting
periods.

Years Ended
December 31

2005 2004

Netincome, asreported ............ $202,295 $143,309
Deduct: Total stock-based employee
compensation expense determined

under fair value based methods for

allawards ........ . ... . (7.203) {5,901)
Add: Tax effect of stock-based

employee compensation expense

under fair value based methods .. .. 2,766 2244

Pro forma netincome ............... $197.858 $139,652

Basic earnings per share, as

reported ... ... ...l $ 153 § 109
Basic earnings per share, proforma .. $ 150 $ 106
Diluted earnings per share, as

reported ... $ 152 $ 108
Diluted earnings per share, pro

forma ... ... ... $ 148 § 105
Weighted average shares outstanding

BasiC ........ i 132,242 131,805

Diluted ... ..... ... .. 133,289 132,718

Segment Information — We report segment information in
accordance with SFAS No. 131, Disciosures about Segments of
an Enterprise and Related Information. We have one reportable
segment, pharmaceulical products.

Comprehensive Income — Comprehensive income includes all
changes in equity during a period except those that resulted from
investments by or distributions to a company's stockholders.
Other comprehensive income refers to revenues, expenses,
gains and losses that are included in comprehensive income, but
excluded from net income as these amounts are recorded
directly as an adjustment to stockholders’ equity. Our other
comprehensive income or loss is comprised of unrealized
holding gains and losses, net of income taxes, on the 1.5 million
shares of publicly traded common stock of DURECT that we own.

Recent Accounting Pronouncements

In November 2004, the Financial Accounting Standards Board
("FASB"} issued Statement of Financial Accounting Standards
{“SFAS™ No. 151, Inventory Costs, an amendment of ARB No. 43,
Chapiter 4. The purpose of this statement is to clarify the
accounting of abnormal amounts of idle facility expense, freight,
handling costs and waste material. ARB No. 43 stated that under
some circumstances these costs may be so abnermal that they
are required 1o be ireated as current period costs. SFAS No. 151
requires that these costs be treated, as curreni period costs
regardless if they meet the criteria of “so abnormal.” In addition,
the statement requires that allocation of fixed production
overheads to the costs of conversion be based on the normal
capacity of the production facilities. The provisions of this
Statement were effective for inventory costs incurred beginning
on January 1, 2006. The adoption of SFAS No. 151 did not have a
material impact on the Company’s results of operations or
financial position.

In December 2004, the FASB issued SFAS No. 153, Exchanges
of Nonmonetary Assets, an amendment of APB Opinion No. 29,
SFAS No, 153 was effective for nonmonetary asset exchanges
occurring after January 1, 2006. The adoption of SFAS No. 153
did not have a material impact on the Company's resulis of
operations or financial position.

in May 2005, the FASB issued SFAS No. 154, Accounting
Changes and Error Corrections, a replacement of APB Opinion
No. 20 and Statement No. 3. SFAS No. 154 changes the
requirements for the accounting and reporting of a change in
accounting principle. SFAS No. 154 applies to all voluntary
changes in accounting principle as well as to changes required
by an accounting pronouncement that does not include specific
transition provisions. SFAS No. 154 is effective for accounting
changes and corrections of errors made in fiscal years beginning
after December 15, 2005. The adoption of SFAS No. 154 did not
have a material impact on the Company's results of operations or
financial position.

In July 2006, the FASB issued FASB Interpretation No. 48 (*FIN
48™), Accounting for Uncertainty in Income Taxes, an
interpretation of FASB Statement No. 109, Accounting for Income
Taxes. FIN 48 creates a single model to address uncertainty in
lax positions. FIN 48 clarifies the accounting for income taxes by
prescribing the minimum recognition threshold a tax position is
required to meet before being recognized in the financial
statements. FIN 48 also provides guidance on derecognition,
measurement, classification, interest and penalties, accounting in
interim periods, disclosure and transition. In addition, FIN 48
clearly scopes out income taxes from SFAS No. 5, Accounting for
Contingencies. FIN 48 is effective for fiscal years beginning after
December 15, 2006. We do not expect the adoption of FIN 48 to
have a material impact on our financial statements.
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in September 2006, the FASB issued SFAS No.157, Fair Value
Measurements, which addresses how companies should
measure fair value when they are required to use a fair value
measure for recognition or disclosure purposes under accounting
principles generally accepted in the United States. SFAS No. 157
is effective for fiscal years beginning after November 15, 2007,
The Company is currently evaluating the impact of the adoption
of this Statemeni on its financial statements.

In September 20086, the SEC staff issued Staff Accounting Bulletin
No. 108 ("SAB 108"), Considering the Effects of Prior Year
Misstaterents when Quantifying Misstaternenis in Current Year
Financial Statements. SAB 108 was issued in order to eliminate
the diversity of practice surrounding how public companies

quantify financial statement misstatements. In SAB 108, the SEC -

staff established an approach that requires quantification of
financial statement misstatements based on the effects of the
misstatements on each of the Company's financial statements
and the related financial statement disclosures. This model is
commonly referred to as a "dual approach” because it requires
quantification of errors under both the iron curtain and the roll-
over methods. SAB 108 permits existing public companies to
initially apply its provisions either by (i) resiating prior financial
statements as if the “dual approach” had always been used or
(i) recording the cumulative effect of initially applying the “dual
approach” as adjustments to the carrying values of assets and
liabilities as of January 1, 2006 with an offsetting adjustment
recorded to the opening balance of retained earnings. Use of the
"cumulative effect” transition method requires detailed disclosure
of the nature and amount of each individual error being corrected
through the cumulative adjusiment and how and when it arose.
The adoption of SAB 108 did not have an impact on the
Company’s financial statements.

In February 2007, the FASB issued SFAS No. 159 (“SFAS 159")
The Fair Value Option for Financial Assets and Financial
Liabifities, providing companies with an option to report selected
financial assets and liabilities at fair value, This Standard's
objective is to reduce both complexity in accounting for financial
instrurents and the volatility in earnings caused by measuring
related assets and liabilities differently. Generally accepted
accounting principles have required different measurement
attributes for different assets and liabilities that can create
artificial volatility in earnings. SFAS 159 helps to mitigate this type
of accounting-induced volatility by enabling companies to reporl
related assets and liabilities at fair value, which would likely
reduce the need for companies to compiy with detailed rules for
hedge accounting. SFAS 159 also establishes presentation and
disclosure requiremenis designed to facilitate comparisons
between companies that choose different measurement attributes
for similar types of assets and liabilities. This Standard requires
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companies to provide additional information that will help
investors and other users of financial staternents 2o mare easily
understand the effect of the Company's choice tc use fair value
on its earnings. it also requires entities o display the fair value of
those assets and liabilities for which the Company has chosen to
use fair value on the face of the balance sheet. SFAS 159 is
effective for fiscal years beginning after November 15, 2007. The
Company is currently evaluating the impact of the: adoption of this
Statement on its financial statements

3. Acquisitions
RxKinetix, Inc.

On October 12, 2006, the Company acquired all of the
outstanding commaon steck of privately held RxKinetix, Inc.
RxKinetix specializes in developing new therapeutics focused on
improving the quality of life for patients being treated for cancer.
RxKinetix's most advanced product, now named N 3285, is
currently in clinical Phase il for the prevention of cral mucositis, a
painful, debilitating and often dose-limiting side effect that afflicts
many patients being treated for cancer with radiation and/or
chemotherapy. RxKinetix is a development stage company and
therefore is being accounted for as an asset acquisition. The
results of operations for RxKinetix have been included in our
consolidated financial statements beginning on the acquisition
date.

The purchase price of RxKinetix, as of the acquisilion date, was
$20.5 million which was funded from our existing cash on hand.
Additional contingent cash purchase consideration of up to $35
million may become due upon the achievernent of certain clinical
and regulatory milestones. The Company has allocated the
purchase price to the RxKinetix assets acquired and liabilities
assumed al their estimated fair values, based on a number of
factors, including the use of an independent appraisal. Estimated
fair values were determined through the use of a discounted cash
flow analysis using market participant assumptions. Of the
purchase price, approximately $26.0 million has been allocated
to tangible and intangible assets to be used in research and
development activities and those assets have been written-off to
purchased in-process research and development, as of the
acquisition date. The excess of fair value of the nel assets
acquired compared to the amount paid as of the acquisition date
has been reflected as “estimated amount due seller” in
accordance with SFAS No. 141, Business Combinations. Any
contingent consideration paid in the future will be first applied to
reduce the amount recorded as estimated amount due seller,
and thereafter to the net assets acquired based on their relative
fair values. Our preliminary purchase allocation is subject to
revision; subsequent revisions, if any, are not expected to be
material.
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The following table summarizes the estimated fair values of the
assets acquired and liabilities assumed as oi the date of
acquisition (in thousands):

Cashconsideration . ... . . i, $ 20,000
Directacquisition costs . .. ...........c i 482
Total purchase price ... ..o, $ 20,482
Allocation of purchase price:

Cash ... % 9
Property and equipment ........... ... ..o 127
Purchased in-process research and development .. 26,048
Other assets . ... ..o e 461

Deferredtaxassets ....... ... ... iieiian. 10,699
Other liabilities .. ........ ... ... ... .. ... (1,330)
Estimated amount due seller .................... {15,530)
Total purchase price ... v $ 20,482

4. License and Collaboration Agreements
Penwest Pharmaceuticals

In September 1997, we entered into a collaboration agreement
with Penwest Pharmaceuticals to exclusively co-develop opioid
analgesic products for pain management, using Penwest's
patent-protected proprietary technology, for commercial sale
worldwide. On April 2, 2002, we amended and restated this
strategic alliance agreement between the parties (the 2002
Agreement) to provide, among other things, that this
collaboration woutld cover only that opioid analgesic product
currently under development by the parties, namely,
oxymorphone ER, now known as Opana® ER. We had historically
shared, on an equal basis, the costs of products developed
under this agreement. On March 18, 2003, we received nolice
from Penwest that it was exercising its right under the agreement
to cease funding its share of the development and pre-launch
marketing costs of oxymorphone ER on account of their concern
about their ability to access external capital funding opportunities
in the future. Accordingly, we were responsible for funding 100%
of these remaining costs until June 22, 2006, the date on which
oxymorphone ER received FDA approval. In January 2007, the
Company and Penwest entered into an amendment (the 2007
Amendment) to the 2002 Agreement. Under the terms of the 2007
Amendment, Endo and Penwest agreed to restructure the 2002
Agreement to provide that royalties payable to Penwest for U.S.
sales of Opana® ER will be calculated based on net sales of the
product rather than on operating profit, and to change certain
other provisions of the 2002 Agreement. The 2007 Amendment
also resolves the parties’ angoing disagreement with regard to

sharing of marketing expenses during the period prior to when
Opana® ER reaches profitability. The key financial terms of the
2007 Amendment are summarized as follows:

s With respect to U.S. sales of Opana® ER, the Company's
royalty payments to Penwest will be calculated starting at
22% of annual net sales of the product, and, based on
agreed-upon levels of annual net sales achieved, the
royalty rate can increase to a maximum of 30%.

s No royalty paymenis will be due to Penwest for the first
$41 million of royalties that would otherwise have been
payable begirning from the time of the product launch in
July 2006.

+  Penwest is entitled to receive milestone payments of up
to $90 million based upon the achievement of certain
agreed-upon annual sales thresholds.

» As noted above, in 2003, Penwest opted out of funding of
the development costs for Opana® ER. Under the 2002
Agreement between the parties, the Company was
entitled to recoup Penwest's share of these development
costs through a temporary adjustment in royalties. Under
the 2007 Amendment, the parties have agreed that
Penwest's share of these unfunded development costs
will be fixed at $28 million and will be recouped by the
Company through a temporary 50% reduction in royalties
payable to Penwest. This temporary reduction in royalties
will not apply until the threshold for the royalty holiday
referred to above has been met.

Hind Healtheare inc.

In Novernber 1998, Endo entered into a license agreement
(referred to as the Hind License Agreement) with Hind
Healthcare {nc., or Hind, for the sole and exclusive right to
develop, use, market, promote and sell Lidoderm® in the United
States. Under the terms of the Hind License Agreement, Endo
paid Hind approximately $10 million based upon the
achievermnent of certain milesiones and capitalized this amount as
an intangible asset representing the fair value of these exclusive
rights. In addition, Endo pays Hind nonrefundable royalties
based on net sales of Lidoderm®, Royalties are recorded as a
reduction to net sales due to the nature of the license agreement
and the characteristics of the license involvement by Hind in
Lidoderm®, The royalty rate is 10% of net sales through the
shorter of (1) the expiration of the last licensed patent or

(2) November 20, 2011, including a minimum royalty of at least
$500,000 per year. During 2006, 2005 and 2004, we recorded
$62.8 million, $46.4 million and $34.5 million for these royalties to
Hind, respectively, which were recorded as a reduction to net
sales. At Decemnber 31, 2006 and 2005, $19.2 million and $14.5
million, respectively, is recorded as royalty payable and included
in accounts payable in the accompanying balance sheet. In
March 2002, we extended this license with Hind to cover
tidoderm® in Canada and Mexico.
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Lavipharm Laboratories, Inc.

In November 1999, Endo entered into a collaboration agreement
with Lavipharm Laboratories, In¢. pursuant to which Endo
obtained exclusive worldwide rights o Lavipharm's existing drug
delivery technology platforms. Under the terms of this
collaboration agreement, Endo paid an upfront license fee of $1
million, In September 2001, we amended this agreement to limit
its scope to one of Lavipharm's existing drug delivery
technologies in combination with two specific active drug
substances. In January 2004, we terminated this agreement and
made a termination payment to Lavipharm of $3 million plus the
potential for up to an additiocnal $5 million in contingent
termination payments upon the occurrence of fuiure events. The
payment of these additional contingent termination amounts is
not likely due the fact that the FDA informed our former partner,
Naven Pharmaceuticals, that it would not approve Noven's
Abbreviated New Drug Application for its developmental
transdermal fentanyl patch, as discussed below. We wrote-off the
unamortized portion of the Lavipharm upfront license fee and
expensed the termination payment af $3 millicn during the year
ended December 31, 2004,

DURECT Corporation

In January 2008, DURECT and Endo entered into Amendment
No. 3 to the DURECT CHRONOGESIC™ License Agreement.
Under Amendment No. 3, Endo has the right to terminate the
Agreement in the event that (i) DURECT has not delivered to
Endo, on or before March 31, 2007, a written notice that a human
pharmacokinetic trial had been completed with the
CHRONOGESIC™ product candidate, together with a full study
report of the results of the trial or (i} Endo, determines, in its sole
discretion, to terminate the Agreement during the sixty-day
period after DURECT's delivery of such notice, provided that, in
each case Endo delivers to DURECT its written notice of
termination prior to April 30, 2007. Under Amendment No. 3,
Endo shall not be responsible {or any development costs {or the
CHRONOGESIC™ product candidate prior io May 1, 2007.
Commencing on May 1, 2007, unless the Agreement is earlier
terminated by Endo, Endo will fund 50% of the ongoing
development costs for the CHRONOGESIC™ product candidate
in accordance with the terms of the Agreement. Endo will also
reimburse DURECT for a portion of its prior development costs
upeon the achievement of certain milestones. Milestone payments
made by Endo under the DURECT CHRONOGESIC™ License
Agreement could total up to $52.0 million. Endo and DURECT will
share profits equally, based on projected financial performance
of CHRONOGESIC™, In addition, the DURECT
CHRONOGESIC™ License Agreement alsc contains terms and
cenditions customary for this type of arrangement, including
representations, warranties, indemnities and termination rights.
The DURECT CHRONOGESIC™ License Agreement generally
lasts until the underlying patents on the product expire. With
respect to termination rights, the DURECT CHRONOGESIC™
License Agreement permits Endo to terminate its continued
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participation under a number of circumstances, one of which
could require Endo to pay DURECT up to $10.0 million.

In addition, in March 2005, we signed an agreement that gives us
the exclusive license o develop and commercialize DURECT's
sufentanil-containing transdermal paich in the U.S. and Canada
{the “DURECT Sufentanil Agreement”). The sufentanil patch,
which is in early-stage clinical development, is intended to
provide relief of moderate-to-severe chronic pain for up to seven
days. We have assumed all remaining development and
regulatory filing responsibility for this product, including the
funding thereof. Under the terms of the DURECT Sufentanil
Agreement, in April 2005, we paid DURECT a $10 million upfront
fee, which was expensed as research and development, and are
subject to potential additional payment requirements of up to
approximately $35 million upon achievement of predetermined
regulatory and commercial milestones. We will also pay royatties
to DURECT on net sales of the sufentanil transdermal patch. In
addition, the DURECT Sufentanil Agreement also contains terms
and conditions customary for this type of arrangement, inctuding
representations, warranties, indemnities and terrnination rights.
The DURECT Sufentanil Agreement will continue in effect until
terminated. The DURECT Sufentanil Agreement provides each
party with specified termination rights, including the right of each
party to terminate the DURECT Sufentanil Agreement upon
material breach of the DURECT Sufentanil Agreement by the
other party and the right of Endo to terminate the DURECT
Sufentanil Agreement at any time without cause subject to a
specified notice period.

SkyePharma, Inc.

In December 2002, we entered into a Development and
Marketing Strategic Alliance Agreement with SkyePharma, Inc.
and SkyePharma Canada, Inc. relating to two of SkvePharma's
patented development products, DepeDur® and Propoiol
IDD-D™ (collectively, the “Skye Products™). Under the terms of
the Agreement, Endo received an exclusive license to the U.S.
and Canadian marketing and distribution rights for the Skye
Products, with options for certain other development products. In
return, Endo made a $25 million upfront payment to SkyePharma,
which we capitalized as an intangible asset representing the fair
value of the exclusive license of the distribution and marketing
rights for DepoDur®, with no value being assigned to Propofol
IDD-D™ or any other SkyePharma products. We were amartizing
this intangible asset over its estimated useful life of 17 years.
During the year ended December 31, 2005, we recorded a
receivable from SkyePharma of $5 million based upon the
achigvement of certain criteria as specified in the agreement.
This receivable was recorded as a reduction to our recorded
intangible asset and the remaining intangible asset cegan to be
amortized over its remaining useful life of 15 years. We collected
this receivable in January 2006. During the year ended
December 31, 2004, we paid and expensed to research and
development a $5 million milestone payment to SkyePharma
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upon approval of the NDA for DepoDur®. During the year ended
December 31, 2004, we paid and expensed to research and
development a $5 million milestone payment to SkyePharma
upon the advancement of Propofol IDD-D™ to the end of Phase ||
clinical development. Under this agreement, we also obtained
options on other SkyePharma development preducts, including
DepoBupivicaine™, a long-acting, sustained release formulation
of the local anesthetic bupivacaine. We had the option to obiain
commercialization rights for this product when SkyePharma
successfully completed its Phase |l trials; however, in February
2006 we relinquished our rights to DepoBupivicaine™. During the
first guarter of 2006, SkyePharma and the Company decided to
discontinue their development and commercialization of the
Propofol IDD-D™ product candidate due to development
challenges encountered in attempting to achieve the targeted
product profile. In January 2007, following an assessment of the
status of DepoDur®, we announced that we notified SkyePharma
PLC of our intent to terminate our development and
commercialization agreement for this product and, in February
2007, entered into a termination agreement with SkyePharma
whereby the Development and Marketing Strategic Alliance
Agreement will terminate in its entirety on March 31, 2007. In
order to provide for the continued commercial support of the
DepoDur® product and the transition of such product to
SkyePharma on March 31, 2007, Endo will continue to provide a
numbper of services and undertake certain activities. Specifically,
Endo will use commercially reasonable efforts to maintain and
continue alt U.S. commescial aclivities in support of DepoDur®
through March 31, 2007, and at SkyePharma's option, on a
month-to month basis after March 31, 2007 but not beyond

June 30, 2007; and support andfor undertake the transition of
certain Endo functions and activities (including third party
activities) to SkyePharma that are useful and necessary for
SkyePharma to assume commercial and related responsibilities
for DepoDur® in the U.S. During the year ended December 31,
20086, as a result of the continued lack of commercial success of
DepoDur®, we recorded an impairment charge of $14.8 million
related to the remaining unamortized portion of our SkyePharma
intangible asset.

Noven Pharmaceuticals, Inc.

tn February 2004, we entered into a License Agreement and a
Supply Agreement with Noven Pharmaceuticals, Inc. under which
Noven exclusively licensed to us the U.S. and Canadian rights to
its developrmental transdermal fentanyl patch, which was
intended 1o be the generic equivalent of Johnson & Johnson's
Duragesic® (fentanyl transdermal system). We made an upfront
payment of $8.0 million, $1.5 million of which we expensed as
research and development costs and $6.5 million of which we
capitalized as an intangible asset representing the fair value of
the exclusive license of the distribution and marketing rights. We
were amortizing this intangible asset over its useful life of 11
years. On September 27, 2005, the FDA informed Noven that it
would not approve Noven's ANDA for its developmental
transdermal fentanyl patch based on the FDA's assessment of

potential safety concerns related to the higher drug content in the
Noven product versus ihe reference-listed product. Duragesic®.
As aresult, we incurred a charge of approximately $4 million
related 1o the write-off of our portion of the transdermal fentany!
patch inventory and an impairment charge of approximately $5.5
million, which represented the unamortized portion of the upfront
license fee that we paid Noven in February 2004, during the year
ended December 31, 2005. On March 2, 2008, we amended our
license agreement with Noven, effective as of December 31,
2005, to terminate the provisions of the agreement applicable o
the generic fentanyl patch product. As part of such amendment,
Endo received a right of first negotiation for certain future generic
fentanyl patch products that Noven may develop.

EpiCept Corp.

In December 2003, we entered into a license granting us
exclusive, worldwide rights to certain patents of EpiCept Corp. as
well as exclusive, worldwide commercialization rights to
EpiCept's LidoPAIN® BP product. The license agreement
provides for Endo to pay EpiCept milestones as well as royalties
on the net sales of EpiCept's LidoPAIN® BP product. Under this
agreement, we made an upfront payment to EpiCept of $7.5
miflion which we capitalized as an intangible asset representing
the fair value of the exclusive right and the patents. We are
amortizing this intangible asset over its useful life of 13 years.
EpiCept has also retained an option to co-promote the LidoPAIN®
BP product. Milestone payments made by Endo under this
agreement, including regulatory milestones and sates thresholds,
could total up to $82.5 million. In addition, this agreement also
contains terms and conditions customary for this type of
arrangement, including representations, warranties, indemnities
and termination rights. This agreement generally lasts until the
underlying patents expire.

Vernalis Development Limited

in July 2004, we entered into a license agreement and a loan
agreement with Vernalis Development Limited, or Vernalis, under
which Vernalis agreed to license exclusively to us rights to market
Frova® (frovatriptan) in North America. Launched inthe U.S. in
June 2002, Frova® is indicated for the acute treatment of
migraine headaches in adults. Under the terms of the license
agreement, we paid Vernalis an upfront fee of $30 million and
were required to make anniversary payments for the first two
years at $15 million in 2005 and 2006 (both $15 million
anniversary payments have been made), and a $40 million
milestone payment upon FDA approval for the menstrual
migraine indication (MM). We have capitalized the $30 million.
up-front payment, the present value of the two $15 million
anniversary payments and the difference of $6.2 million between
the face amount of the note and its present value at inception
{(See Note 8) as an intangible asset representing the fair value of
the exclusive license to market Frova®. We are amortizing this
intangible asset over its estimated useful life of 15 years. In
addition, Vernalis will receive one-time milestene payments for
achieving defined annual net sales targets. These sales
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milestone payments increase based on increasing net sales
targets ranging from a milestone ¢f $10 million on $200 milfion in
net sales to a milestone of $75 million an $1.2 hillion in net sales.
These sales milestonas could total up to $255 million if all of the
defined net sales targets are achieved. We will also pay royalties
to Vernalis based on the net sales of Frova® beginning on
January 1, 2007. In addition, the license agreement also containg
customary terms and conditions, including representations,
warranties, indemnities and termination rights. The term of the
license agreement is for the shorter of the time {i) that there are
valid claims on the Vernalis patents covering Frova® or there is
market exclusivity granted by a regulatory authority, whichever is
longer, or (ii) until the date on which a generic version of Frova®
is first offered, but in no event longer than 20 years. We can
terminaie the license agreement under certain circumstances,
including upon one years' written notice.

On July 1, 2005, we entered inta a co-promotion agreement, as
amended on December 22, 2005, with Vernalis. The
co-promotion agreement, as amended, is refated to the above
described license agreement under which Vernalis agreed to
exclusively license to us rights to market the product Frova®
(frovatriptan) in North America. Pursuant to the license
agreement, Vernalis had retained rights to co-promote Frova® in
the United States. Vernalis has exercised its co-promotion optian,
and the co-promotion agreement, as amended, sets forth the
certain specific terms and conditions governing such
co-promotion and amends, restates and supersedes certain
sections of the license agreement. Under the terms of both the
license and co-promotion agreements, both as amended,
beginning in January 2006 and ending on December 31, 2010,
we are required to reimburse Vernalis for certain defined costs of
their sales personnel.

Orexo AB

In August 2004, we entered into an agreement granting us the
exclusive rights to develop and market Orexo AB’s (a Swedish
company) patented sublingual mucc-adhesive fentanyl product
{Rapinyt™) in Nerth America. Rapinyl™ is a sub-lingual, fast-
dissolving tablet of fentanyl intended for the treatment of
breakthrough cancer pain. Rapinyl™ is based on Crexo’s unigue
patented technology for sublingual administration, The
agreement provided for us to make an up-front license fee
payment of $10 million, which we capitalized as an intangibie
asset representing the fair value of the exclusive right to market
products utilizing Orexo's unique patented technology for
sublingual administration and are amartizing over its estimated
useful life of 20 years, in addition to other license fees and
payments based on development and regulatory milestones,
which may total up to $22.1 million ($5.2 million and $7.3 million
of which were recorded during the years ended December 31,
2006 and 2005, respectively and included in research and
development expense). The agreement also provides for royalties
based upon commercial sales and may include sales milestones
if defined sales thresholds are achieved. In addition, the license
agreement also contains customary terms and conditions,
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including representations, warranties, indemnities and
termination rights. The term of the license agreement shall be
untif the later of (i) the expiration of the patents or (i) the
expiration of any market exclusivity right. We can terminate the
license agreement under certain circumstances, incfuding upon
six months' written notice, and we may be required to pay a
termination fee of up ta $750,000.

ProEthic Pharmaceuticals, Inc.

In March 2005, we entered into an agreement with ProEthic
Pharmagceuticals, Inc. for the U.S. and Canadian rights to develop
and commercialize a once-daily ketoprofen-containing topical
patch. Ketoprofen is a non-steroidal anti-inflammatory drug
{(NSAID) generally used for the treatment of inflammation and
pain and currently available in the U.S. only in oral form. The
ketoprofen paich is being developed for the localized treatment
of acute pain associated with soft-tissue injuries such as
tendonitis or joint sprains and strains. Under the terms of the
agreement, in March 2005, we paid a $10 million upfront fee that
was expensed as research and development during the year
ended December 31, 2005. We made a $5 million milestone
payment upon the achievement of a regulatory milestone that
was expensed as research and development during the year
ended December 31, 2006. We could be required to make
additional payments of approximately $8 million upon the
achievement of certain regulatory and other mitestones. We will
also pay royalties on net sales of the ketoprofen patch. In
addition, the license agreement also contains customary terms
and conditions, including representations, warranties, indemnities
and termination rights. The term of the license agreement shall be
until the later of (i} the expiration of the patents or (ii) the tenth
(10th) anniversary of the date of the first commercial sale of the
product. We can terminate the agreement at any time upon no
maore than ninety days’ written notice.

ZARS Pharma

On January 6, 2006, we entered into an agreement with ZARS
Pharma for the North American rights to Synera™ (lidocaine

70 mg and tetracaine 70 mg) topical patch. Synesa™ is for use
on intact skin to provide local dermal anesthesia in children and
aduits. Approved by the FDA on June 23, 2005, Synera™
became commercially available in the second half of 20086.

Under the terms of the agreement, we paid ZARS an upfront fee |
of $11 millien in January 2006 and an additional $8 million upon |
the first commercial shipment of the product in the second half of
2006. Both amounts were capitalized as an intangible asset
representing the fair value of the marketing rights to Synera™
acquired from ZARS. We may be required to make additional
payments of up to approximately $19 million upon achievemnent
of certain commercial milestones. We will also pay ZARS royalties -
on net sales of Synera™, Following an impairment review of '
Synera™, we determined that the carrying amount of the

recorded intangible asset was not fully recoverable. As a result,
we recorded a $16.5 million impairment charge to write the
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unamortized portion of this intangible asset down to its fair value,
determined using a discounted cash flow model.

Other

We have licensed from universities and other companies rights 1o
certain technologies or intellectual property generally in the field
of pain management. We are generally required to make upfront
payments as well as other payments upon successful completion
of regulatory or sales milestones. In addition, these agreements
generally require us to pay royalties on sales of the products
arising from these agreements. These agreements generally
permit Endo to terminate the agreement with no significant
continuing obligation.

5. Inventories

Inventories are comprised of the following at December 31, 2006
and 2005, respectively (in thousands):

2006 2005
Raw materials ....................... $ 7619 $13,004
Work-in-process ..................... 9,718 7.868
Finishedgoods ...................... 44,792 30,021
Total ... e $62,129 §50,983

6. Property and Equipment

7. Goodwiil and Other Intangibles

Goodwill and other intangibles represent a significant portion of
our assets and stockholders' equity. As of December 31, 2006,
goodwill and other intangibles comprised approximately 19% of
our total assets and 25% of our stockhalders' equity. Goodwill
and other intangible assets consist of the following at
December 31, 2006 and 2005, respectively (in thousands):

" Decemnber 31, December 31,

2006 2005
Goodwill ........... ... .. $181,079 $181,079
Amortizable Intangibles:
Licenses . ................ $ 94,621 $112,100
Patents .................. 3,200 3,200
97,821 115,300
Less accumulated
amoitization ............ (19,775} (16,235)
Other Intangibles, net . . .. $ 78,046 $ 99,085

Changes in the gross carrying amount of licenses for the two
years ended December 31, 2006, are as follows:

Gross carrying amount
{in thousands)

Property and equipment is comprised of the following at Balance at January 1. 2005 ... . ... $123,600

December 31, 2006 and 2005, respectively (in thousands): Noven impairment . . ............. (6,500)
| 2006 2005 SkyePharmapayment............ (5,000)

Machinery and equipment . . .......... $14390 $ 6,278  Baiance at December 31, 2005 . . .. $112,100

Leasehold improvements ............ 13,772 13,500

Computer equipment and software .. .. 13,483 12,726 Synera™ license ................ 19,000

Assets under capital leases ........ .. 7,149 10,506 DepoDur® impairment ... (20.000)

Furniture and fixtures . .......... ... .. 5,692 5527 Synera™ impairment .......... .. {16.479)

Assets under construction ... ... ...... 6,108 9,196 Balance at December 31, 2006 . . .. $ 94,621

60,594 57,733
Less accumulated depreciation . .. . ... (24,029) (19,732) Amortization expense was $8.8 million, $7.7 mitlion and $5.1

$ 36,565 $ 38,001

Depreciation expense was $8.7 million, $7.8 million and $5.5
miltion for the years ended December 31, 2006, 2005 and 2004,
respectively.

miltion for the years ended December 31, 2006, 2005 and 2004,
respectively. As of December 31, 2006, estimated amortization of
intangibles for the five fiscal years subsequent to December 31,
2006 is as follows (in thousands):

2007 . $6,209
2008 . . . 6,209
2000 .. .. 6,209
2000, . e 6,200
2011 e 6,209
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8. Note Receivable

In July 2004, we entered into a license agreement and a loan
agreement with Vernalis Development Limited, or Vernalis, under
which Vernalis agreed to exclusively license to us the rights to
market Frova® {frovatriptan) in North America. Under the loan
agreement, we provided Vernalis with a loan of $50 million in
August 2004. The loan was primarily used to make a payment in
full and {inal setilement of the amounts due to Elan Corparation
from Vernalis in connection with Vernalis' reacqulisition of the
North American rights to Frova®, The loan is secured against the
revenues receivable by Vernalis under the license agreement. At
our election, we are able to offset $20 million of the $40 million
menstrual migraine indication approval milestone and 50% of all
royalties to be paid under the license agreement to Vernalis to
repay the loan. To the extent not previousty repaid, the loan is
due in full after five years. Interest is at the rate of 5% per annum
payable semi-annually. However, Vernalis has the option to defer
payment of interest and increase the loan outstanding each time
an interest payment becomes due. Vernalis has elected to defer
the payment of the first five semi-annual interest amounts
otherwise due January 31 and July 31 totaling approximately $6.2
million as of December 31, 2006.

We estimated that an approximate fair market rate of interest for
this type of secured loan was 8% per annum and therefore
recorded the note receivable at its present value at inception of
$43.8 million. The note receivable is being accreted up to its face
amount at maturity using the effective interest method and thus
the effective interest raie over the five-year term will be B% per
annum. The difference of $6.2 million between the face amount of
the note and its present value at inception has been treated as
additional consideration paid t¢ acquire the license rights and
has been included in other intangibles, net. Interest income
recognized on this note receivable was $3.9 million, $3.9 million
and $1.2 million for the years ended December 31, 2008, 2005
and 2004, respectively.

9. Accrued Expenses

Accrued expenses are comprised of the following at
December 31, 2006 and 2005, respectively (in thousands):

2006 2005

Chargebacks ...................... $ 33,928 % 50,808
Returns ... i 20,110 21,215
Rebates ............... ... . ...... 72,813 95,565
Other sales deductions ............. 5,872 15,338
Licensefees ...................... —_ 14,633
Deferredrevenue .. ................ 14,393 —
Cther ... ... . e 17,412 16,717

Total . ...  $164,528 $214,276

56

10. Credit Facility

In December 2001, we amended and restated our senior secured
credit facility with a number of lenders. This amended and
restated credit facility provided us with a line of cradit of $75.0
millian. We did not borrow any amounts under the facility during
2008, and the line of credit expired on December 21, 2006. We
have not renegotiated a credit facility at this time.

11. Income Taxes

Income 1ax consists of the following for 2008, 200, and 2004 (in
thousands):

2006 2005 2004
Current:
Federal ................. $46,814 $(53,318) $32,189
State ................... 1,766 29 5,404
48,580 (53,289) 37,593
Deferred:™
Federal ................. 5,186 12,251 43,912
State . ... .. . 4,158 (3,012) 6,300
9,344 9,239 50,212
Excess tax benefits of stock
options exercised . ... .... 37,933 165,903 —
Valuation allowance ........ 38 96 (18)

Total income 1ax $95,895 $121,9490 $87,787

*  Certain 2005 amounts have been reclassified (¢ confirm to
the current year presentation.
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A reconciliation of income tax at the federal statutory income tax
rate to the total income tax provision for 2006, 2005, and 2004 is

as follows {(in thousands):

The tax effects of temporary differences that comprise the current
and non-current deferred income tax amounts shown on the
balance sheets at December 31 are as follows {in thousands):

2006 2005 2004 2006 2005
Federal income tax at the Deferred tax assets:
statutoryrate ............ $81,806 $113,485 $80,884 Accrued expenses .. ............ .. $ 54,562 §70,148
State income tax net of Compensation related to stack
federal benefit ........... 7,295 12,157 7.811 oplions . ... ... 4,468 —
Research and development Purchased in-process research and
credit .................. (950) {1,686) (588) development .. ................. 6,549 7.722
Effect of permanent items: Net operating loss carryforward . . ... 12,073 4,870
Purchased in-process Capital loss carryforward . ......... 11,219 5,574
research and Other intangible assets . ........... 15,494 5,429
development .......... 9,116 — — Other ... e 1,893 698
Talx exempt interest Total gross deferred income tax
NCOME oo (5621)  (1.937) (345 ASSEIS ..\ 106,258 94,439
Non-deductible execuiive
compensation ......... 2,600 - — —  Deferred tax liabilities:
Other .................. 1,649 (70) 325 Depreciation and amortization .. .... {35,686) {31,700)
] Other ... .. oo (1,633) (2.088)
Total income tax ........... $95.805 $121,9490 $87,787
Total gross deferred income tax
liabilities ................ ... (37.319) (33,788)
Valuation allowance ... .............. (12,216} (5.574)

Net deferred income tax asset .. ... .. $ 56,723 §$ 55077

As a result of the significant tax deductions generated in 2005
fram the exercise of stock aptions, we incurred a net operating
loss in 2005 for tax purposes which permitted us to obtain a tax
refund of a portion of prior years” payments during 2006. As a
result, we recorded an income iax receivable at December 31,
2005.

The estimated fair value of the RxKinetix purchased in-process
research and development of $26.0 million was not a tax
deductible item and, therefore, increased our effective income
tax rate in 2006. The Company recorded a valuation allowance in
2006 due to the uncertainty of its ability to utilize the capital
losses and state net operating losses acquired from RxKinetix. In
addition, the Company recorded a valuation allowance on state
net operating losses generated subsequent to the acquisition
date. At December 31, 2006, the Company had $29.4 million in
capital loss carryforwards, for tax purposes, which expire in
2009. Also, at December 31, 20086, the Company had $74.7
million in federal and state net operating loss carryforwards which
expire at various intervals between 2010 and 2026.
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12, Commitments and Contingencles

Manufacturing, Supply and Other Service Agreements We
contract with various third party manufacturers and suppliers to
provide us with our raw materials used in cur products and
finished goods. Our most significant agreements are with
Novartis Consumer Health, Inc., Teikoku Seiyaku Co., Ltd., and
Mallinckrodi Inc. If for any reason we are unable to obtain
sufficient quantities of any of the finished goods or raw materials
or components required for our products, this may have a
material adverse effect on our business, financial condition and
resulis of operations,

Novartis Consumer Health, Inc.

On May 3, 2001, we entered into a long-term manufacturing and
development agreement with Novartis Consumer Health, Inc.
whereby Novartis has agreed to manufacture certain of our
commercial products and preducts in development. We are
required to purchase, on an annual basis, a minimum amount of
product from Novartis. The purchase price per product is equal
to a predetermined amount per unit, subject to periodic
adjustments. This agreement had a five-year term, with automatic
five-year renewals thereafler. In August 2005, we extended this
agreement until 2011. As of December 31, 2008, we are required
to purchase a minimum of approximately $17 million per year
through December 31, 2009. Amounts purchased pursuant to
this agreement were $40.8 miilion, $39.9 million and $27.7 millien
for the years ended December 31, 2006, 2005 and 2004,
respectively. Either party may terminate this agreement on three-
years' notice, effective at any time afier the initial five-year term,
Either party may also terminate this agreement on account of a
rnaterial breach by the other.

Teikoku Seiyaku Co., Ltd.

Under the terms of this agreement, Teikoku, a Japanese
manufacturer, manufactures Lidederrn® at its Japanese facility
for commercial sale by us in the United States. We also have an
option 1o extend the supply area to other territories within a
defined period of time. The term of this agreement is from
November 23, 1998 until the shorter of (1) the expiration of the
last to expire patent that is licensed o us from Hind Healthcare
Inc. or (2} November 20, 2011. This agreement may be
terminated for material breach by either party and by us if the
Hind Healthcare license agreement is terminated. Amounts
purchased pursuant to this agreement were $142 .2 million, $89.8
million and $34.2 million for the years ended December 31, 2008,
2005 and 2004, respectively.

Mallinckrodt inc.

Under the terms of this agreement, Mallinckrodt manufactures
and supplies to us narcotic active drug substances. in bulk form,
and raw materials for inclusion in our controlled substance
pharmaceutical products. We are required to purchase a fixed
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percentage of our annual requirements of each narcotic active
drug substance from Mallinckrodt. The purchase price for these
substances is equal to a fixed amouni, adjusted on an annual
basis. The initial term of this agreement is July 1, 1998 until

June 30, 2013, with an automatic renewal provision for unlimited
successive oneg-year periods. Either party may terrminate this
agreement for a material breach. Amounts purchased pursuant to
this agreements were $15.3 million, $24.8 million and $18.9
million for the years ended December 31, 2006, 2005 and 2004,
respectively.

General

[n addition to the manufacturing and supply agreements
described above, we have agreements with (1) UFS Supply
Chain Solutions, Inc. {f/d/b/a Livingston Healthcare Services, Inc.)
for customer service support, warehouse and distribution
services and certain financial iunctions that expires in 2010,

{(2) Kunitiz and Associates Inc. for assistance with adverse event’
reporting and (3} PPD Development, LP for clinical development
services, business development support and medical information
services. Although we have no reason to believe tat these
agreements will not be henered, failure by any of these third
parties to honor their contractual obligations may have a
materially adverse effect on our busingss, financial condition and
results of operations.

LICENSE AGREEMENTS, MILESTONES AND
ROYALTIES

Hind Healthcare Inc.

Under the terms of the Hind License Agreement, rcyalties are
recorded as a reduction to net sales due to the nature of the
license agreement and the characteristics of the license
involvement by Hind in Lidoderm®. The royalty rate is 10% of net
sales through the shorter of (1) the expiration of the last licensed
patent or (2) November 20, 2011, including a minimum royalty of
at least $500,000 per year. During the years ended

December 31, 2006, 2005 and 2004, we recorded $62.8 million,
$46.4 millien and $34.5 million, respectively, for these royalties to
Hind. At December 31, 2006 and 2005, $198.2 million and $14.5
million, respectively, is recorded as royalty payable and included
in accounts payable in the accompanying batance sheet.

Penwest Pharmaceuticals

In January 2007, the Company and Penwest entered into an
amendment (the 2007 Amendment) to the 2002 amended and
restated strategic alliance agreement between the parties (the
2002 Agreement). Under the terms of the 2007 Amendment,
Endo and Penwest agreed to restrugture the 2002 Agreement to
provide that royalties payable to Penwest for U.S. sales of
Opana® ER will be calculated based on net sales of the product
rather than on operating profit, and to change certain other
provisions of the 2002 Agreement. The 2007 Amendment also
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resolves the parties’ ongoing disagreement with regard to
sharing of marketing expenses during the period prior to when
Opana® ER reaches profitability. The key financial terms of the
2007 Amendment are summarized as follows:

«  With respect to U.S. sales of Opana® ER, Endo’s royalty
payments to Penwest will be calculated starting at 22% of
annual net sales of the product, and, based on agreed-
upon levels of annual net sales achieved, the royalty rate
can increase to a maximum of 30%.

« No royalty paymenis will be due to Penwest for the first
$41 million of royalties that would otherwise have been
payable beginning from the time of the product launch in
July 2008,

s Penwest is entitled to receive milestone payments of up
to $90 million based upan the achievement of certain
agreed-upon annual sales thresholds.

* |n 2003, Penwest opted out of funding development costs
for Opana® ER. Under the 2007 Amendment, the parties
have agreed that Penwest's share of these unfunded
developmeni costs will be fixed at $28 million and will be
recouped by Endo through a temporary 50% reduction in
royalties payable to Penwest. This temporary reduction in
royalties will not apply until the threshold for the royaity
holicday referred to above has been met.

DURECT Corporation

In January 2006, DURECT and Endo entered into Amendment
No. 3 to the DURECT CHRONOGESIC™ License Agreement.
Commencing on May 1, 2007, unless the Agreement is earlier
terminated by Endo, Endo will fund 50% of the ongoing
development costs for the CHRONOGESIC™ product candidate
in accordance with the terms of the Agreement. Endo wilt also
reimburse DURECT for a portion of its pricr development costs
upon the achievement of certain milestones. Milestone payments
made by Endo under the DURECT CHRONOGESIC™ License
Agreement could total up to $52.0 million. Endo and DURECT will
share profits equally, based on projected financial performance
of CHRONOGESIC™. With respect to termination rights, the
DURECT CHRONOGESIC™ License Agreement permits Endo to
terminate its continued participation under a number of
circumstances, one of which could require Endo to pay DURECT
up to $10.0 million.

In addition, in March 2005, we signed an agreement that gives us
the exclusive license io develop and commercialize DURECT's
sufentanil-containing transdermal patch in the U.S. and Canada
(the "DURECT Sufentanil Agreement”}. Under the terms of the
DURECT Sutentanil Agreement, in April 2005, we paid DURECT a
$10 million upfront fee, which was expensed as research and
development, and are subject to potential additional payment
reqguirements of up to approximately $35 million upon
achievement of predetermined regulatory and commercial
milestones. We will also pay royalties to DURECT on net sales of
the sufentanil transdermal patch. The DURECT Sufentanil

Agreement provides each party with specified termination rights,
including the right of each party to terminate the DURECT
Sufentanil Agreement upon material breach of the DURECT
Sufentanil Agreement by the other party and the right of Endo to
terminate the DURECT Sufentanil Agreement at any time without
cause subject to a specified notice period.

EpiCept Corp.

Our license agreement with EpiCept provides for Endo to pay
EpiCept milestones as well as royalties on the net sales of
EpiCept’s LidoPAIN® BP product. EpiCept has also retained an
option to co-promote the LidoPAIN® BP product. Under this
agreement, Endo also received an exclusive, worldwide license
to certain patents of EpiCept Corp. Milestone payments made by
Endo under this agreement, including regulatory milestones and
sales thresholds, could total up to $82.5 million.

Vernalis Development Limited

Under the terms of the license agreement with Vernalis, we could
be required to make a $40 million milestone payment upon FDA
approval for the menstrual migraine indication (MM). In addition,
Vernalis could receive one-time milestone payments for achieving
defined annual net sales iargets. These sales milestone
payments increase based on increasing net sales targets ranging
fram a milestone of $10 miflion on $200 million in net sales to a
milestone of $75 miilion on $1.2 billion in net sales. These sales
mitestones could total up to $255 million if all of the defined net
sales targets are achieved. We will also pay royalties to Vernaiis
based on the net sales of Frova® beginning on January 1, 2007.
We can terminate the license agreement under certain
circumstances, including upon one years' written notice.

On July 1, 2005, we entered into a co-promotion agreement, as
amended on December 22, 2005, with Vernalis. Under the terms
of both the license and co-promotion agreements, both as
amended, beginning in January 2006 and ending on

December 31, 2010 we are required to reimburse Vernalis for
certain defined costs of their sales personnel.

Orexo AB

Our agreement with Orexo provides for us to make additional
license fees and payments based on development and
regulatory milestones, which may total up to $22.1 million ($5.2
million and $7.3 million of which were recorded during the years
ended December 31, 2006 and 2005, respectively, and included
in research and development expense). The agreement also
provides for royalties upon commercial sales and may include
sales milestones, up to $39.2 million, if defined sales thresholds
are achieved. We can terminate the license agreement under
certain circumstances, including upon six months' written notice,
and we may be reqguired to pay a termination fee of up to
$750,000.
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ProEthic Pharmaceuticals, inc.

Under the terms of the agreement, in March 2005, we paid a $10
million upfront fee that was expensed as research and
development during the year ended December 31, 2005. During
2006, we made an additional $5 million milestone payment that
has been expensed as research and development. We could be
required to make additional payments of approximately $8 miltion
upon the achievement of certain regulatory and other milestones.
We will also pay royalties on net sales of the ketoprofen patch.
We can terminate the agreement at any time upon no mare than
ninety days' written notice.

Zars Pharma

Under the terms of the agreement, we may be required to make
additional payments of up to approximately $19 million upon
achievement of certain commercial milestones. We will also pay
ZARS royalties on net sales of Synera™.

Life Sciences Opportunities Fund (Institutional) If, L.P.

On December 12, 2003, we entered into a subscription
agreement to invest up to $10 million into Life Sciences
Oppoartunities Fund (Institutional) Il, L.P., a Delaware limited
partnership formed to carry out investments in life science
companies. As part of this investrnent, we are able to capitalize
on the knowledge of LOF Partners, LL.C, the general partner, and
its access to life sciences entities with premising pharmaceutical
agsels, technologies and management lalent and on the general
partner’s wide range of industry contacts and resources, As of
December 31, 2006, we have invested $2.7 million in this
partnership and are accounting for this investment utilizing the
equity method.

Employment Agreements

We have entered into employment agreements with certain
members of management.

Research Contracts

In addition to our agreement with PPD Development, LP, we
routinely contract with universities, medical centers, contract
research organizations and other institutions for the conduct of
research and clinical studies on our behalf. These agreements
are generally for the duration of the contracted study and contain
provisions that allow us to terminate prior to completion.

Collaboration Agreements

We have also entered into certain coliabaration agreements with
third parties for the development of pain management and other
products. Potential milestone payments pursuant 1o these
contracts could total up to approximately $6 million. These
agreements require us to share in the development costs of such
products and grant marketing rights to us for such products. If
our third party partners are unable or unwilling to fund their
portion of the collaboration project with us, this may adversely
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affect our results of operations and cash flows in the foreseeable
future.

Legal Proceedings

While we cannot predict the cutcome of the following legal
proceedings, we believe that the claims against us are without
merit, and we intend to vigorously defend our position. An
adverse outcome in any of these proceedings could have a
material adverse effect on our current and future financial
position and results of operations. No amounts have been
accrued with respect to any of these unsetiled legal proceedings
at December 31, 2006.

Department of Health and Human Services Subpoena.

In January 2007, the Company received a subpoena issued by
the United States Department of Health and Human Services,
Office of Inspector General {OIG). The subpoena requests
documents relating to Lidoderm® (lidocaine patch 5%), primarity
with regard to Lidoderm®'s sales, marketing and promaotion, and
our knowledge of physicians’ use of Lidoderm® for non-indicated
uses. We are cooperating with the government to previde the
requested documents.

Purdue Pharma L.P., et al. v. Endo Pharmaceuticals Inc., et al.,
Index No. 00 Civ. 8029 (SHS) (S.D.N.Y.); Purdue Pharma L.P., et
al. v. Endo Pharmaceuticals Inc., et al., Index No. 01 Civ. 2109
(SHS) (S.D.N.Y.); Purdue Pharma L.P., et al. v. Endo
Pharmaceuticals Inc.. et al., Index No. 01 Civ. 8177 (5HS)
(S.ONY.)

On Qctober 20, 2000, The Purdue Frederick Company and
related companies (Purdue) filed suit against us and our
subsidiary, Endo Pharmaceuticals Inc. (EPI), in the U.S. District
Court for the Southern District of New York alleging that EPI's
bioequivalent version of Purdue’s OxyContin® (oxycodone
hydrochloride extended-release tablets), 40mg strenath, infringes
three of its patents. This suil arose after EPI provided ~he plaintiffs
with natice that its ANDA submission for a bioequivalent version
of Purdue's OxyContin®, 40mg strength, challenged the listed
patents for OxyContin® 40mg tablets. On March 13, 2001 and
August 30, 2001, Purdue filed two more suits for infringement of
the same patents against us and EPI in the Southern District of
New York, in response to EPI's ANDA amendments adding
hioequivalent versions of the 10, 20 and 80 mg streng:hs of
OxyContin®. In each of the three cases, EPI pleaded
counterclaims that the patents asserted by Purdue are invalid,
unenforceable and/or not infringed by EPI's formulation of
oxycodone hydrochloride extended-release tablets, and that
Purdue viclated antitrust laws by enforcing fraudulently procured
patents.

The trial of the patent claims in all three of the suits against us
and EPI concluded on June 23, 2003. On January 5, 2004, the
district court issued an opinicn and order holding that, while
Endo infringes the three Purdue patents, the patents are




Notes to Consolidated Financial Statements (continued)

unenforceable due to inequitable canduct. The district court
dismissed the patent claims against us and EPI, declared the
patents invalid, and enjoined Purdue from further enforcement of
the patents. On June 7, 2005, the U.S. Court of Appeals for the
Federal Circuit in Washington, D.C. affirmed the district court's
decision that, while Endao's oxycodone extended-release tablets
infringe the Purdue patents, the patents are unenforceable. On
June 21, 2005, Purdue filed a petition with the Federal Circuit
seeking rehearing of the appeal.

On February 1, 20086, the Federal Circuit granted Purdue’s motion
for rehearing, vacated the June 7, 2005 decision of the district
court, and remanded the case to the district couri for further
proceedings. The Federal Circuit's decision on rehearing
directed the district court to give further consideration io its
previous finding of unenforceability due 1o inequitable conduct.
The Federal Circuit also affirmed the district court’s finding that
EPI's oxycodone extended-release tablets infringe the Purdue
patents.

Foilowing the remand, we entered into settlement discussions
with Purdue. On August 28, 2006, we executed a settlement
agreement with Purdue pursuant to which we agreed to cease
selling our oxycodone extended-release products on
December 31, 2006. We and EPI, as well as our manufacturers,
distributors, purchasers, and patients, are released from all
liability for infringement of Purdue's patents in connection with
EPI's prior and fuiure sales of these products. Though the
settlement agreement has been submitted to the U.S. Federal
Trade Commission and the Antitrust Division of the Department of
Justice as required by staiute, the release will survive unless
overturned by a court order. On October 6, 2008, the district
court entered a Consent Judgment, the effect of which is to
conclude the litigation in accordance with the terms of the
settlement agreement.

Litigation similar to that described above may also result from
products we currently have in development, as weli as those that
we may davelop in the future. We, however, cannot predict the
timing or outcome of any such litigation, or whether any such
litigation will be brought against us.

Pricing Litigation

A number of cases, brought by local and state government
entities, are pending that allege generally that EPl and numerous
other pharmaceutical companies reported false pricing
information in connection with certain drugs that are reimbursable
under Medicaid. These cases generally seek damages, treble
damages, disgorgement of profits, restitution and attorneys' fees.

The federal court cases have been or are in the process of being
consolidated in the United States District Court for the District of
Massachusetts under the Multidistrict Litigation Rules as In re:
Pharmaceutical Indusiry Average Wholesale Price Litigation, MDL
1456. The fallowing previously reported cases are pending in
MDL 1456 and have been consolidated into ene consolidated
comptaint: City of New York v. Abbott Laboratories, Inc., et al,;
County of Albany v. Abbott Laboratories, Inc., et al.; County of
Allegany v. Abbott Laboratories, Inc., et al.; County of Broome v.
Abbott Laboratories, inc., et al.; County of Cattaraugus v. Abbott
Laboratories, inc., et al. County of Cayuga v. Abbott
Laboratories, Inc., et al.; County of Chautaugqua v. Abbott
Laboratories, Inc., et al.; County of Chemung v. Abbott
Laboratories, Inc., et al.; County of Chenango v. Abbott
Laboratories, inc., ! al.; County of Columbia v. Abbott
Laboratories, Inc., et al.; County of Cortland v. Abbott
Laboratories, Inc., et al.; County of Dutchess v. Abbott
Laboratories, Inc., et al.; County of Essex v. Abbott Laboratories,
Inc., et al.; County of Fulton v. Abbott Laboratories, Inc., et al.,
County of Genesee v. Abbott Laboratories, inc., et al.; County of
Greene v, Abbott Laboratories, Inc., et al.; County of Herkimer v.
Abbott Laboratories, Inc., et al.; County of Jefferson v. Abbolt
Laboratories, Inc., et al.. County of Lewis v. Abbott Laborataries,
Inc., et al.; County of Madison v. Abbott Laboratories, inc., et al.;
County of Monroe v. Abbolt Laboratories, inc., et al.; County of
Niagara v. Abbott Laboratories, Inc., et al,; County of Oneida v.
Abbott Laboratories, inc., et al.; County of Onondaga v. Abbott
Laboratories, Inc., et al.; County of Ontario v. Abbolt
Laboratories, inc., et al., County of Orleans v. Abbott
Laboralories, Inc., et al., County of Putnam v. Abbott
Laboratories, Inc., et al.; County of Rensselaer v. Abbott
Laboratories, Inc., et al., County of Rockland v. Abboit
Laboratories, Inc., et al.. County of St. Lawrence v. Abbott
Laboratories, Inc., et al., County of Saratoga v. Abbott
Laboratories, Inc., et al.; County of Schuyler v. Abbott
Laboratories, Inc., et al.; County of Seneca v. Abbott
Laboratories. Inc., et al.; County of Steuben v. Abbott
Laboratories, inc., et al.; County of Suffolk v. Abbott Laboralories,
Inc., et al.; County of Tompkins v. Abbott Laboratories, Inc., et al.;
County of Ulster v. Abbott Laboratories, Inc., et al.; County of
Warren v, Abbott Laboratories, Inc., et al.; County of Washington
v. Abbott Laboratories, Inc., et al.; County of Wayne v. Abbott
Laboratories, Inc., et al.; County of Westchester v. Abbott
Laboratories, Inc., et al. County of Wyoming v. Abbott
Laboratories, Inc., et al.; and County of Yates v. Abbolt
Laboratories, Inc., et al.
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Three previously reported cases, County of Erie v. Abboit
Laboratories, Inc., et al., originally filed in the Supreme Court of
the State of New York, Erie County, County of Oswego v. Abbott
Laboratories, Inc., et al., originally filed in the Supreme Court of
‘the State of New York, Oswego County, and County of
Schenectady v. Abbott Laboratories, Inc., et al., originally filed in
the Supreme Court of the State of New York, Schenectady
County, which name EPI and numercus other pharmaceutical
companies, were removed to federal court. On February 7, 2007,
the United States Judicial Panel on Multidistrict Litigation issued
its final order transterring these cases to MDL 1456.

There is a previously reported case pending in the Circuit Court
of Montgemery County, Alabama against EPl and numerous other
pharmaceutical companies, State of Alabama v, Abbott
Laboratories, Inc., et al.

There is a previously reported case against EPI and numerous
other pharmaceutical companies: State of Mississippi v. Abbott
Laboratorigs, Inc., et al., originally filed in the Chancery Court of
Hinds County, Mississippi, and now removed to and pending in
the United States District Court for the Southern District of
Mississippi. Prior to removal, the State of Mississippi offered to
enter an agreed order of dismissal with respect to Endo, and
Endo filed a notice of acceptance of that offer in Hinds County
Chancery Court. Endo is now listed as a terminated party for
purposes of the litigation in the United States District Court for the
Southern District of Mississippi.

The Company intends to contest all of these cases vigorously.
Litigation similar to that described above may also be brought by
other plaintiffs in various jurisdictions. However, we cannct
predict the timing or outcome of any such litigation, ar whether
any such litigation will be brought against the Company.

Other Legal Proceedings

In addition to the above proceedings, we are involved in, or have
been involved in, arbiirations ar various other legal proceedings
that arise from the normal course of our business. We cannot
predict the timing or outcome ot these claims and other
proceedings. Currently, we are not involved in any arbitration
and/or other legal proceeding that we expect to have a materal
effect on our business, financial condition and results of
operalions.
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Leases

We tease office and laboratory facilities under certain
noncancelable operating leases ihat expire through January
2015. These leases are renewable at our option. Our capital
leases primarily consist of leased automobiles. A summary of
minimum future rental payments required under capital and
operating leases as of December 31, 2006 is as follows (in
thousands):

Capital Operating
Leases Leases
2007 . $1,479 $ 2,875
2008 ... 488 2,901
2009 ... Z3 2.603
2000 2,392
2011 -— 1,969
Thereafter ... ... ... ... ... — 4350
Total minimum lease payments .. ..... $1,991  $17,090
Less: Amount representing interest . . . . 282
Total present valfue of minimum
payments ................ ... . ... $1.,703
Less: Current portion of such
abligations ............... ... .... 1,274
Long-term capital lease obligations . ...  $ 435

Rent expense incurred under operating leases was $3.1 million,
$3.1 million and $2.5 million for the years ended December 31,
2006, 2005 and 2004, respectively.

13. Savings and Investment Plan

On September 1, 1987, we established a defined contribution
Savings and Investment Plan covering all employees. Employee
contributions are made on a pre-tax basis under section 401(k) of
the Internal Revenue Code {the "Code"}. We match up to six
percent of the participants’ contributions subject tc limitations
under section 401(k} of the Code. Participants are fully vested
with respect to their own contributions. Participants are fully
vested with respect to our contributions after three years of
continuous service. Contributions by us amounted to $3.7 million,
$3.1 million and $2.2 million for the years ended December 31,
2006, 2005 and 2004, respectively.
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14. Stockholders’ Equity
Common Stock

Payment of dividends was restricted under terms of the Amended
and Restated Credit Agreement, which expired on December 21,
2006.

Preferred Stock

The Board of Directors may, without further action by the
stockholders, issue a series of Preferred Stock and fix the rights
and preferences of those shares, including the dividend rights,
dividend rates, conversion rights, exchange rights, voting rights,
terms of redemption, redemption price or prices, liquidation
preferences, the number of shares constituting any series and
the designation of such series. As of December 31, 2006, no
shares of Preferred Siock have been issued. ‘

Endo Pharma LLC 1997 Executive and Employee Stock
Option Plans and Endo Pharma LLGC 2000 Supplemental
Executive and Employee Stock Option Plans

On November 25, 1997, the Company established the 1997
Employee Stock Option Plan and the 1997 Executive Stock
Option Plan (collectively, the “1997 Stock Option Plans™). On
July 17, 2000, the 1997 Stock Option Plans were amended and
restated. The Endo Pharma LLC 1997 Steck Option Plans are
these amended and restated 1997 Stock Options Plans and
reserved an aggregate of 25,615,339 shares of common steck of
the Company held by Endo Pharma LLC for issuance. Stock
options granted under the Endo Pharma LLC 1997 Stock Option
Plans expire on August 26, 2007. Upon exercise of these stock
options, only currently outstanding shares of comman stack of
the Company held by Ende Pharma LLC are issued. Exercise of
these stock options has not and will not result in the issuance of
additional shares in the Company and does not dilute the
ownership interests of our public stockholders.

Pursuant 1o the Algaos merger and related recapitalization of the
Company on July 17, 2000, the Endo Pharma LLC 2000
Suppiemental Stock Option Plans were established. The Endo
Pharma LLC 2000 Supplemental Stock Option Plans reserved an
aggregate of 10,672,314 shares of comman stock of the
Company held by Endo Pharma LLC for issuance. Stock options
granted under the Endo Pharma LLC 2000 Supplemental Stock
Option Plans expire on August 26, 2007. The Endo Pharma LLC
2000 Suppiemental Stock Option Plans became effective on
January 1, 2003, resulting in the issuance of 10,672,314 stock
options to certain employees and members of management. No
additional shares of Company commaon stock bave been or will
be issued as a result of the exercise of these stock options,
because these stock options are exercisable only into shares of
Company common stock that are held by Endo Pharma LLC.
Accordingly, exercise of these stock options has not and wil! not
result in the issuance of additional shares in the Company and
does not dilute the ownership interests of our public
stockholders.

A summary of the activity under the Endo Pharma LLC 1897
Stock Option Plans and the Endo Pharma LLC 2000
Supplemental Stock Option Plans for the three-year period ended
December 31, 20086 is as follows:

Weighted
Weighted Average
Average Remaining  Aggregate
Number of  Exercise Contractual Intrinsic
Shares Price Term Value

Outstanding, January 1,

2004 ...l 31,885,026 $2.63
Exercised ............... {6,854,980) 52.46
Forfeited ... ............ {754) $2.42
Cutstanding,

December 31, 2004 .. .. 25,029,292 $2.68
Exercised ............... (22,219,680) $2.71
Forfeited . ... ............ (347) $2.42
Qutstanding,

December 31, 2005 .. .. 2,809,265 $2.42
Granted ................ 509,893 $2.42
Exercised . .............. (3,643,717} $2.42
Forfeited .. ............ .. (182) $2.42
Qutstanding, vested and

exercisable,

December 31, 2006 . ... 75,259 $2.42 0.65 $1.893,516

The total intrinsic value of options exercised during the years
ended December 31, 20086, 2005 and 2004 were $104.4 million,
$523.3 million and $110.5 million, respectively. The weighted-
average grant date fair value of the stock options granted during
the year ended December 31, 2006 was $24 .58, which was equal
to the intrinsic value of the options on the date of grant as the
options granted were immediately vested and exercised.

As of December 31, 2006, there was no remaining unrecognized
compensation cost related to non-vested stock options granted
pursuant to the Endo Pharma LLC 1997 Stock Option Plans and
the Endo Pharma LLC 2000 Supplemental Stock Option Plans.
Additionally, no options were available for grant under the Endo
Pharma LLC 1997 Staock Option Plans and the Endo Pharma LLC
2000 Supplemental Stock Option Plans at December 31, 2006,

Endo Pharmaceuticals Holdings Inc. 2000 and 2004 Stock
Incentive Plans

in August 2000, we established the Endo Pharmaceduticals
Holdings Inc. 2000 Stock Incentive Plan. The 2000 Stock
Incentive Plan reserves an aggregate of 4,000,000 shares of
common stock af the Company for issuance 10 employees,
officers, directors and consultants. The 2000 Stock Incentive Plan
provides for the issuance of stock options, restricted stock, stock
bonus awards, stock appreciation rights or performance awards.
In May 2004, our stockholders approved the Endo
Pharmaceuticals Holdings Inc. 2004 Stock Incentive Pian. The
maximum siumber of shares of Company stock reserved for
issuance under the 2004 Stock Incentive Plan is 4,000,000
shares. The 2004 Plan provides for the grant of stock options,
stock appreciation rights, shares of restricted stock, performance
shares, performance units or other share-based awards that may
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be granted to executive officers and other employees of the
Company, inctuding officers and directors who are employees, to
non-employee directors and to consultants to the Company. As of
December 31, 2006, only stock options have been awarded
under both plans. Stock gptions granted under the 2000 and
2004 Stock incentive Plans generally vest over four vears and
expire ten years from the date of grant. Unlike the stock options
granted under the Endo Pharma LLC Stock Option Plans, the
exercise of the stock options granted pursuant to the Endo
Pharmaceuticals Holdings [nc. 2000 and 2004 Siock Incentive
Plans will dilute the ownership interests of our public
stockholders,

A summary of the activity under 2000 and 2004 Stock Incentive
Plans for the three-year period ended December 31, 2006 is as
follows:

Weighted
Weighted Average
Number Averags Remaining Aggregate
ot Exercise  Contractual Intrinsic
Shares Price Term Value

Cuitstanding, January 1,

2004 . ... 3,330,179 $11.86
Graned . .............. .. 981,806 $17.61
Exercised ............... (86,248) $ 8.96
Forfeited ................ (238,191)  $1594
Outstanding, December 31,

2004, ... 3,987,546 $13.09
Granted ................. 392 807 2213
Exercised ............... {944 859)  $10.78
Forfeited .. v.ooenn ... (136,064) $14.40
Qutstanding, Dacember 31

2005 .. ..., ... .ol 3.299.430 $14.78
Granted ................. 1,733,530 $28.80
Exercised ,.............. {800.086)  $10.55
Forfeited ................ {316,012)  $23.47
Expired ................. (6.094)  $18.52
Quitstanding. Dacember 31,

2006.. . ... 3,910,768 $21.19 7.59 $27.163,169
Vesied and expected to

vesl, December 31,

2006. ... i 3,680,348 $20.92 7.52 $26,493.617
Exercisable, December 31

2006, .. ... i 1,436,072 $14.50 6.04 518,820,815
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The total intrinsic value of options exercised during the years
ended December 31, 2008, 2005 and 2004 were $16.2 million,
$15.9 million and $1.1 million, respectively.

For all of the Company’s stock-based compensation plans, the
fair value of each grant was estimated at the date of grant using
the Black-Scholes option-pricing model. Black-Scholes utilizes
assumptions related to volatility, the risk-free interest rate, the
dividend yield (which is assumed to be zero, as the Company
has not paid cash dividends to date and does not currently
expect to pay cash dividends) and the expected term of the
option. Expected volatilities utilized in the model are based
mainly on the historical volatility of the Company's stock price
over a period commensurate with the expected life of the share
option as well as other factors. The risk-free interest rate is
derived from the U.S. Treasury yield curve in effect at the time of
grant. The expected term of the option was calculated using the
simplified method during 2006. The weighted-average grant date
fair value of the stock options granted during the years ended
Decernber 31, 2006, 2005 and 2004 were $15.67, $11.66 and
$9.83 per option, respectively, determined using the following
assumptions:

2006 2005 2004

Average expected term {years) .. .. . ... 625 50 540
Risk-free interestrate ................ 46% 38% 3.2%
Dividendyield ...................... 0.00 9000 0.00
Expected volatility .. ................. . 50% 58% 63%

As of December 31, 2006, the total remaining unrecognized
compensation cost related to non-vested stock opsions amounted
to $29.2 million. The weighted average remaining requisite
service period of the non-vested stock options was 2.6 years.
This unrecognized compensation cost does not include the
impact of any future stock-based compensation awards.
Approximately 6.2 million shares were reserved for future
fssuance upon exercise of oplions granted or 1o be granted
under the 2000 and 2004 Stock Incentive Plans.
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The following table summarizes information about stock options
outstanding under our 2000 and 2004 Stock Incentive Plans at
December 31, 2006:

2000 and 2004 Stock Incentive Plans Options
Qutstanding

Weighted Exercisable
Average Weighted Weighted
Remaining Average Average Range of
Number Contractual Exercise Number Exercise Exercise
Outstanding Life Price  Exercisable Price Prices
470,049 5.1 $ 910 466,931 $909 $647-%970
36,246 56 $10.76 32,496 $10.73 $ 9.71-%$11.05
1,121,122 6.8 $1569 627,428 $15.54 $11.06-$16.47
625,160 7.2 $20.36 288,008 $20.37 $16.48-%23.75
1,658,191 9.0 $28.89 21,209 $28.78 $23.76- $34.58

15. Earnings Per Share

The following is a reconciliation of the numerator and
denominator of basic and diluted earnings per share for the years
ended December 31, 2006, 2005 and 2004 (in thousands, except
per share data):

2006 2005 2004

Numerator:
Net income available to

common stocknolders .. $137,839 $202,295 $143,309

Denominator:

For basic per share data —
weighted average
shares

Effect of dilutive stock
options ...............

133,178 132,242 131,805

733 1,047 913

For diluted per share data
— weighted average
shares

Basic earnings per
share

133,911 133,289 132718

163 § 109

Diluted earnings per

share 152 $ 108

Anti-dilutive securities were 1,367,103, 15,698, and 70,623 for
2006, 2005 and 2004, respectively and have not been included
above,

16. Related Party Transactions

Tax Sharing Agreement.  On July 14, 2000, Endo Pharma LLC
was formed in connection with our merger with Algos
Pharmaceutical Corporation (Algos) to ensure that the stock
options granted pursuant to the Endo Pharma LLC Stock Option
Plans diluted only the Endo common stock held by persons and

entities that held such shares prior to our merger with Algos.
Endo Pharma LLC is a limited liability company that held
approximately 15% of our common stock at December 31, 2005,
but less than 1% of our common stock as of December 31, 2006,
in which affiliates of Ke!so & Company and certain current and
former members of management have an interest. Upon the
exercise of these stock options, only currently outstanding shares
of our common stock held by Endo Pharma LLC have been and
will be delivered. Because Endo Pharma LLC, and not us, has
been and will provide the shares upon the exercise of these
options, we have entered into a tax sharing agreement with Enclo
Pharma LLC under which we are required to pay to Endo Pharma
LLC the amount of the tax benefits usable by us as a result of the
exercise of these stock options into shares of our common stock
held by Endo Pharma LLC. As of December 31, 2006,
approximately 36 million of these stock options had been
exercised into shares of our common stock held by Endo Pharma
LLC. Upon exercise of any of these Endo Pharma LLC stock
options, we generally will be permitted to deduct as a
compensation charge, for federal income tax purposes, an
amount equal to the difference between the market price of our
commen stock and the exercise price paid upon exercise of
these options (as of December 31, 2006, approximately $773
million), which is estimated to result in a tax benefit amount of
approximately $298 million. Under the tax sharing agreement, we
are required to pay this $238 million, $252 million of which has
already been paid as of December 31, 2006, to Endo Pharma
LLC to the extent that a compensation charge deduction is
usable by us to reduce our taxes and based upon the
assumption that all other deductions of Endo are used prior
thereto. Additionally, as part of the tax sharing agreement, Endo
Pharma LLC will reimburse us for the after-tax employer payroll
taxes paid by us as a result of the exercise of the 36 million
options discussed above. We have paid approximately $11
million in employer payroll taxes, of which Endo Pharma LLC will
reimburse us for approximately $7 mitlion which represents the
after-tax employer payroll tax paid by us for the periods from
2001 through December 31, 2006. As of December 31, 2006, our
net liability due to Endo Pharma LLC is approximately $38.7
million. All payments made and accrued pursuant to the tax
sharing agreement have been reflected as a reduction of
stockholders’ equity in the accompanying financial statements.

During the year ended December 31, 2006, approximately

3.5 million shares underlying stock options granted under the
Endo Pharma LLC stock optiocn plans were exercised. Since the
attributable compensation charge deductlions are usable to
reduce our taxes in 2006, we are obligated, under our amended
tax sharing agreement, to pay to Endo Pharma LLC an additional
tax benefit amount of approximately $38.7 million, which is our
net liability due to Endo Pharma LLC referred to above. Fifty
percent of the estimated tax benefit amount attributable to these
exercises and any additional tax benefits attributable to the
exercise of stock options granted under the Endo Pharma LLC
stock option plans in 2006 will be due within 15 business days of
the date we receive an opinion on our final audited 2006 financial
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statements from our independent registered public accounting
firm, and the remaining tax benefit amount aftributable to 2006 is
due within 30 business days of the date on which we file our 2006
tax return with the Internal Revenue Service.

As of December 31, 2006, there were approximately 0.1 million
stock options, which expire in August 2007, remaining to be
exercised under the Endo Pharma LLC stock option plans, Using
a weighted average exercise price of $2.42 per share and an
assumed tax rate of 38.25%. if all of these remaining stock
options under the Endo Pharma LLC stock option plans were
vested and exercised, and assuming the price of our common
stock was $27.58 per share, the closing price on December 29,
20086, we would generally be able to deduct, for income tax
purposes, compensation of approximately $2 million, which could
result ina tax benefit amount of apgroximately $1 million payable
to Endo Pharma LLC in 2008. This would represent the final tax
sharing payment due to Endo Pharma LLC.

As of December 31, 2008, there were no options remaining to be
granted under the Endo Pharma LLC stock option plans.

Executive Compensation. In March 2006, Endo Pharma LLC
advised our Board of Directors that it intended to pay a one-time
cash bonus to each of Mr. Peter Lankau, our President and Chief
Executive Officer, Ms. Caroline Manogue, our Executive Vice
President, Chief Legal Officer and Secretary, and

Mr. Jeffrey Black, our former Executive Vice President, Chief
Financial Officer and Treasurer in the amount of $3 million,

$6 million and $10 million, respectively, in recognition of their
significant contributions to our success. These bonus payments
have been recorded in selling, general and administrative
expenses during the year ended December 31, 2006. These
payments were made by the Company in April 2006 and repaid
to us by Endo Pharma LLC in the third quarter of 2006 with
interest. In addition, only a portior: of these bonus payments will
be deductible for federal and state income tax purposes. We are
not required to pay nor will we pay to Endo Pharma LLC the
amount of any of the tax benefits related to these bonus
paymanis pursuant to the tax sharing agreement between us and
Endo Pharma LLC. These bonuses will be funded entirely by
Endo Pharma LLC, with no contribution by us and they have been
treated as a capital contribution by Endo Pharma LLC.

Endo Pharma LLC also informed us that, in connection with its
eventual winding-up, it would make a special ailocation to

Ms. Carol Ammon, our Chairman of the Board and former Chief
Executive Officer, of approximately $22 million, with all or a
portion of Ms. Ammon’s payment being satisfied by granting to
her the remaining unallocated Endo Pharma LLC stock options of
approximately 0.8 millien shares under the Endo Pharma LLC
stock option plans. This amount has been recorded in selling,
general and administrative expenses during the vear ended
December 31, 2006 and as a capital contribution by Endo
Pharma LLC. This grant of options to Ms. Ammon was made
during the fourth quarter of 2006. The 0.8 million options were
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granted by Endo Pharma LLC to Ms. Ammon i the fourth quarter
of 2006, as described above, at an exercise price of $2.42 per
share. Therefore, approximatety $20 million of the $22 million
recorded in the first quarter of 2006 was reclassified as a stock
compensation expense representing the fair value of the option
on the date of grant. These options were immediately vested and
exercised by Ms. Ammon and the resulting compensation charge
deduction of approxirnately $19 million and the resulting tax
sharing obligation to Endo Pharma LLC is inciuded in our tax
sharing liability discussed above. Endo Pharma LLC intends to
pay the remaining $2 million to Ms. Ammon in 2207,

Settlement of Contingent Obligation. During the year ended
December 31, 2005, the Company reached an agreement with
an individual to compensate him a total of $2 million for past
services rendered to the Company, This agreement was finalized
in May 2005, and the $2 million has been recorded in selling,
general and administrative expenses during the year ended
December 31, 2005. Endo Pharma LLC made these payments
totaling $2 million on behalf of the Company, and they have been
treated as a capital contribution by Endo Pharma LLC.

17. Subsequent Events

In February 2007, approximately 0.8 million stock options were
granted to employees that will vest over four years and expire ten
years from the date of grant. The exercise price of the options
granted was equal o the closing price on the date of grant. The
grant date fair value of the awards granted was approximately
$12.5 million.
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18. Quarterly Financial Data (Unaudited)

Quarter Ended March 31, June 30, September 3D, December 31,
{in thousands, except per share data}

2006{1)
Netsales ................. ... $205,043 $228,020 $217,325 $259,471
Grogs profit .......... ... ... $156306 $177.6812 $172.719 $201.801
Qperating income .. ........... $ 27023 5 89,230 $ 65,777 $ 28,499
Netincome .................. $ 20538 § 57,836 % 44,891 $ 14,774
Met income per share (basic) ... % 015 § 043 § 034 5 omn
Netincome per share (diluted) .. 3 045 & 043 $ 033 $ 01
Weighted average shares

(basic) ... 132,877 133,051 133,270 133,505
Weighted average shares

(dilgted) ... it 133,790 133,936 134,147 134,138
Quarter Ended March 31, June 30, September 30, December 31,

(in thousands, excep! per share data)

2005(2)
Matsales .................... $137,754 $196,380 $245,241 $240,789
Grossprofit ......... ... ... $108,169 $154,122 $183,842 $187.681
Qperatingincome . ......-..... $ 20231 % 77,119 $104,726 $114,173
Netincome .................. $ 13,815 § 49046 $ 66,553 $ 72,881
Netincome per share {basic) ... $ Q10 % 037 § 050 $ 055
Netincome per share {diluted) .. $ 010 $ 037 3 050 § 054
Weighted average shares

(basic) .................... 131,871 131,973 132,376 132,736
Weighted average shares

{diluted) ..............000es 132,829 132,929 133532 133,744

Quarterly and year to date computations of per share amounts
are made independently; therefore, the sum of the per share
amounts for the quarters may not equal per share amounts for the
year.

(M

(2}

Operating income for the year ended December 31, 2006
was impacted by milestone payments to partners of $10.4
million and compensation expense of $42.4 million to be
funded by Endo Pharma LLC in the first quarter. Operating
income for the year ended December 31, 2006 was also
impacted by fourth guarter charges to record the impairment
of both the Synera™ and DepoDur® intangible assets, which
amounted to $31.3 million, as well as a $26.0 million charge
to expense purchased in-process research and development
associated with the acquisition of RxKinetix, and the reversal
of a contingent liability of $6.5 million,

Operating income for the year ended December 31, 2005
was impacted by up-front and milestone payments to
partners of $20 million in the first quarter, $6.5 million in the
third quarter and $0.8 million in the fourth quarter. Operating
income for the year ended December 31, 2005 was also
impacted by the write-off of the transdermal fentanyl patch
inventory and unamortized portion of the license fee of $10.5
million in the third quarter and the recovery of $0.7 million of
this write-off in the fourth quarter.
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